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TAXATION DT THE UNITED STATES
pART A. STUDY OP GrOYERNMEN TAL FINALICE
Public Interest in Taxation
The American public is today more acutely
tax-conscious than ever before. The ever -increasing
burden of taxation and multiplicity of new taxes have
aroused a profound interest in the general problem of
taxat ion.
It is only within the last fifteen or twenty
years that the burden of taxes has become firmly lodged
in the public mind. As long as the tax burden was light,
the public was not inclined to delve into the depths of
the government's fiscal problems. However, with the
amount of taxes increasing much faster than either popu-
lation or wealth, the burden imposed on each individual
has naturally become much heavier. The logical result
has been that interest in fiscal problems has been ex-
tended from the limited field of public officials to
large masses of the general population, who are compelled
to remit a constantly increasing share of their income to
federal, state and local government units. This interest
has been further stimulated through the wide publicity
which the fiscal problems of the government receive in
the press.
The public, always eager to demand increased

services from its governments, has reached the point
where it measures the value of the service received
against the burden of contributing the necessary moneys
to maintain that service. Moreover, the public has gone
beyond this point. Today the layman is interested not
only in the amount of tax revenue to be raised, but also
in the method employed to produce the necessary funds.
Even the man in the street is concerned with the various
types of taxation and seeks to have the most equitable
distribution of the burden effected.
The purposes of this discussion, therefore, are
(l) to review briefly governmental receipts and expendi-
tures, (2) to discuss the problems connected therewith,
(3) to point out as far as possible the best modern thought
in connection with these problems, and (4) to forecast the
probable trend in taxation during coming years.
The following brief resume of governmental finance
is given in order to equip the reader with the background
necessary to any intelligent discussion of the problems
at hand.
Total taxes collected in the United States (in-
cluding federal, state and local) in 1903 amounted to
#1,382,000,000. By 1929, these had increased to $9,792,-
000,000, an increase of over 700$. Naturally, with (l) an
increasing population and (2) a general rise in the price
level during the period covered, we should expect to find
a corresponding increase in taxes. However, the facts
show that after allowance has been made for these two
factors, taxes have shown a disproportionate increase. To
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illustrate, total per capita taxes in 1903 were $17.07.
In 1929 , these had risen to $80.58. In 1903, total national
income was $20,500,000,000, and total taxes oollected
amounted to 6.7$ of this sum. In 1929 , total national
income reached $84,000,000,000, while total taxes collected
represented 11.6$ of this item. These figures clearly in-
dicate the fundamentals behind the marked trend toward
increased taxation in the United States.
If we examine total governmental expenditures, the
figures are even more alarming. Total expenditures which
were in 1903, $1,570,000,000 had increased in 1928 to
$12,609,000,000, and are estimated for 1931 at $14,000,000,000.
Despite the rapid increase in taxes collected, governmental
expenditures have shown a still sharper rate of increase.
The deficit has been made up through governmental borrowing,
but this expedient merely postpones the day of reckoning for
the taxpayer. Obviously, in the long run, taxes collected
must of necessity equal the sum of governmental expenditures.
In the face of these facts, is it any wonder that
the public is today greatly concerned with the tax situ-
ation? There has been a widespread increase in the study
of tax problems made by such organizations as the National
Tax Association, the National Industrial Conference Board,
chambers of commerce, trade associations, tax commissions,
business organizations, and institutions of higher learning.
All this activity is the result of the crying need for a
more systematic and efficient control of governmental finances.
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The following tables will illustrate more fully
the rise in taxes from 1903 to 1929.
TABLE 1: ACTUAL DOLLAR INCREASE IN TAXES*
Combined Tax Collections, Fiscal Years 1890 to 1929
(Computed by National Industrial Conference Board)
(In millions of dollars)
Year Federal State Local Total
1690 $ 374 $ 96 9 465 $ 875
1903 521 155 706 1,382
1913 668 300 1,219 2,187
1919 4,500 570 2,395 7,465
1921 4,905 783 3,150 8,838
1922 3,487 858 3,157 7,502
1923 3,032 917 3,285 7,234
1924 3,193 1,017
1,107
3,602 7,812
1925 2,966 3,811 7,884
1926 3,207 1,264 4,134 8,605
1927 3,337 1,355 4,367
4,641
9,059
1928 3,194 1,507 9,342
1929 3,328 1,631 4,833 9,792
IF90"
1903
1913
1919
1921
1922
1923
1924
1925
1926
1927
1928
1929
$ 5.93
6.43
6.92
42.86
45.33
31.74
27.19
28.21
25.82
27.52
28.23
26.65
27.39
Per Capita
? 1.52
1.92
3.11
5.43
7.24
7.81
8.22
8.98
9.64
10.85
11.46
12.57
13.42
$ 6.43
8.72
12.63
22.81
29 .11
28.73
29.45
31.82
33.18
35.47
36.95
38.72
39.77
$13.88
17.07
22.66
71 .10
81.68
68.28
64.86
69.01
68.64
73.84
76.64
77.94
80.58
Reference: "Cost of Government in the United States
1928-1929" published by National Indus-
trial Conference Board, P. 66.

- 5 -
TABLE 2: TAX COLLECTIONS AND NATIONAL
INCOME, 1890 to 1929*
(Computed by National Industrial Conference Board)
National
Year Income in Per Cent that Taxes are of Nat'l Income
Billions Federal State Local !tfotal
1890 #12.1 3.1 0 .8 3.3 7 .2
1903 20.5 2.5 0.8 3.4 6 .7
1913 34.4 1.9 0.9 3.6 6.4
1919 68.3 6.6 0.8 3.5 10.9
1921 54.3 9.1 1.4 5.8 16.3
1922 60.0 5.8 1.4 5.3 12.5
1923 70 .5 4.3 1.3 4.7 10.3
1924 70 .0 4.6 1.5 5.1 11.2
1925 77.5 3.9 1.4 4.9 10.2
1926 79.3 4.1 1.6 5.2 10.9
1927 78.1 4.3 1.7 5.6 11.6
1928 81.0 3.9 1.9 5.7 11.5
X929 84.0/ 4.0 1.9 5.7 11.6
/ preliminary estimate.
Analysis of Federal Receip ts and Expenditures
In introducing a study of tax problems, it will be
helpful to have an analysis of taxes and their sources, to-
gether with an understanding of expenditures and their pur-
poses. In business, expenditures are of necessity limited
by receipts. In governmental finance, however, receipts
are brought in line with expenditures. Therefore, in any
intelligent analysis of taxation it is necessary to have a
clear insight into governmental expenditures as well as
receipts. The tables on the adjacent pages present an
analysis of federal receipts and expenditures, classified
according to source of revenue and purpose of expenditure.
Reference: "Cost of Government in the United States,
1928-1929" published by National Indus-
trial Conference Board, P.67.

TABLE 3: TOTAL FEDERAL REVENUES*
Total Ordinary Receipts, Fiscal Years 1875 to 1931
Total
Year Ordinary
Receipts
1875 $288,000,051
1880 333,526,611
1885 323,690,706
1890 403,080,984
1895 324,729,419
1900 567,240,852
1905 544,274,685
1910 675,511,715
1915 697,910,827
1920 6,704,414,437
1925 3,607,644,164
1926 3,908,457,575
1927 4,128,422,888
1928 4,038,235,512
1929 4,036,218,918
1930 4,174,051,546
1931 3,518,636,558
* Reference: Annual Report of the Secretary
of the Treasury for Fiscal Year
ended June 30, 1931, P.452.
Table 3 shows an increase in federal revenues
from slightly over one-half billion dollars in 1900 to an
annual average of approximately four "billion from 1920 to
1931, The increase was of gradual proportions until 1917,
and then suddenly jumped to over four "billion dollars in
1918. Since that year, federal revenues have approximated
the four -billion mark.

CvJ
rH
CD
LO
CO o
o
to 11 1
• • • • • c
rH co o OS cD to cr>
to rA KA i—
i
CD
Gi VjU i A CV< cvj to !>;
CD
rH
1rn
**
to
>
•Ho oU iALi J cu i.
1
^ -P
rH LI J l—
1
[
o O& CDo P<
CO CO
o C_> to lO rH CDo • * * Ch
EH o i—
1
retUJ OS Cvj L>
to co ri rv> ka *
Eg G5 tQ rn A -)C-VI hA 1 1 O
rH CO
DI N CD
« rHo O LO CO lO lO A
o CO to 1 A i—
i
o CHo Ph 1
—
1
< la ne
rHQ rH 3 F J i. i*A to .* A CVJ C!
COpq o hp • • • •
PI "d Di CVJ o OS to to rrtLUbD CVJ O C J US Oi CD
rH On G OS rAcaj c—
1
CVJ o d
-A O •H H Ehd 03
<: CO c! CD
a CD Ao o lO i a A7
-p
BQ
W
•H CO rH lO rH 1
—
1
ill
rH
CO"
CD
i—
1
HH
CJ
s O O A*\ I A 1 to r>>
• •
Sh> h CO as to rH rn CO COH o CO CVJ C_J fA , LI -p
o>
rH
lO 1 | CD A 1)V.VX r—
>
©
rH
»-i CVJ ™ o
CD
en ^ rrt0 J
rH
-T—
'
Q o5
rH
co
(11
CD
,—
!
Ah
vid rna
r
,
M
CD
co
-P
-P
tin
• •
•H CD CJ CI O
'a -P O H
W o CJ •H COH •H H CO -p
-d • • -pa CD as e s
ai co « tuO o5 o O< co rH 3 05 •H (X
EH CD o O Eh rH rH CD
M PU CD ,Q 05 Oh
erf Cl C! CD O ft Ci
Eh o CO" ^ •H CD CD rH
CO o rH G CJ O rH CD*
S 0 rH CD hO C! -P •H
o £ CD > •H «H o O §
+3 O O CD CD U <5
CO o CO PC, Sh Ph rH Eh o
c •H O — rH O o
o N < Eh

TABLE 5: TOTAL FEDERAL EXPENDITURES
Total Expenditures Chargeable Against Ordinary Receipts
Fiscal Years 1875 to 1931
Year Expenditures
1875 $274,623,393
1880 267,642,958
1885 260,226,935
1890 318,040,711
1895 356,195,298
1900 520,860,847
1905 567,278,914
1910 693,617,065
1915 760,586,802
1920 6,141,745,240
1925 2,930,707,176
1926 3,517,763,213
1927 3,521,400,480
1928 - 3,611,654,912
1929 3,872,222,983
1930 3,945,960,989
1931 4.294.274.778
Reference: Annual Report of the Secretary of
the Treasury for Fiscal Year ended
June 30, 1931, P.456.
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What is the reason for this huge increase in
federal revenues? There seems to be only one answer,
Andrew W. Mellon in his book, "Taxation, the People's
Business" (Macmillan, 1924, Pp. 41 and 42), has put it
very well when he writes: "It will be seen that wars,
past and future, are responsible for the consumption of
over three-fourths of the public revenue. It is time
to face the facts and recognize that, in spite of the
utmost economy that can be effected in administration,
the cost of government cannot be greatly reduced so long
as wars continue to recur with their aftermath of vastly
increased expenditures."
Also, to quote William J. Shultz from "American
Public Finance and Taxation" (Prentice-Hall
,
1931, P.22):
"The United States Department of the treasury has estimated
that, between July, 1917, and June, 1921, the war costs of
the federal government exceeded forty billion dollars. It
is important to note, moreover, that not only do wars impose
staggering costs on the federal government during the years
of their waging, but they affect federal, state and local
budgets long after armed conflict has ceased."
If we study Table 6 on the next page, we shall see
that during the years covered approximately two-thirds of
the federal expenditures can be attributed to the costs of
past wars and preparation for future wars. The two heaviest
items of expenditure in each of these years were Interest
on the Public Debt and Retirement of the Public Debt. This
public debt was incurred almost exclusively for the financing
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of the Great War, In 1916, the public debt was less
than one billion dollars. By June 30, 1919, this had
increased to over twenty-six billions of dollars, with
an annual interest cost of over one billion dollars.
This interest cost, of course, is being gradually re-
duced as the public debt is retired. The other ex-
penditures which may be considered as war costs are the
expenditures for the War Department, Navy Department and
Veterans 1 Bureau, as shown in the table.
.
In 1916, the federal government spent $750,000,000
out of its treasury pocke tbook . At that time this was
considered a staggering sum. Table 6 shows an average
annual expenditure of over #4,000,000,000. By far the
greater portion of this increase may be attributed to
the war costs, as cited above.
Where has the federal government obtained the
necessary revenues to meet these increased expenditures?
A study of Table 4 (p. 7) reveals that from 1928 through
1931, an average of 56% of total federal revenues was
obtained through the income tax on individuals and
corporations. The income tax, which was introduced in
1913, has constituted the backbone of federal revenues
since 1917 - producing in that time well over an annual
average of two billion dollars. The next largest source
of revenue is the miscellaneous internal revenue taxes,
which yielded, during the period studied, approximately
15$ of total federal receipts. Of these taxes, over 70$
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is derived from the tax on tobaccos, the remainder being
divided between the tax on estates, documentary stamps,
and all other miscellaneous internal revenue taxes.
The third item in importance as far as federal
revenues are concerned is customs. Since 1923 the per-
centage which customs bear to total revenues has shown a
gradual decreasing tendency. Receipts on account of
interest on foreign obligations and repayments of princi-
pal constitute on an average only 5% of the total revenue
collected. Revenue from all other sources averages only
8% to 10$. This analysis shows the very heavy reliance
which is placed by the federal government upon the income
tax.
Previous to 1931, receipts from the income tax,
in conjunction with other revenues, produced sufficient
moneys to cover all federal governmental expenditures,
including a reasonable retirement of the public debt out-
standing. At the present time, due to depressed economic
conditions, income taxes collected are showing a drastic
decline, while federal expenditures are mounting. As a
result, the fiscal year 1931 showed a deficit of almost
one billion dollars. The deficit for the present fiscal
year is estimated to be more than twice that sum. Con-
sequently, the federal government is now faced with the
problem of finding new sources of revenue. This problem
will be discussed in detail in our study of the trend of
taxation in the United States.
Analysis of State Revenues and Expenditures
A study of Sable 7 on the next page shows that
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TABLE 7: ANALYSIS OP STATE REVENUES AND EXPENDITURES*
State Tax Revenues Classified According to Source
(In millions of dollars)
1 9 2 7 1 9 2 8
<fo Of % Of
Total Total
Property Tax 470.2 34.70 468.8 52. 3D'
Gasoline and Motor
Vehicle Tax 414.4 30.56 506.8 33.62
Business Tax 253.6 18.72 263.5 17.49
Inheritance Tax 105.9 8.82 127.5 8.46
All Other 110.0 7.20 122.4 8.13
TOTAL 1355.1 100.00 1507.0 100.00
TABLE 8: STATE EXPENDITURES CLASSIFIED ACCORDING TO PURPOSE*
(In millions of dollars)
I 9 2 8
Education 523.6 27.0$
Highways 663.1 34.1
General Government 107.1 5.5
Protection 170.6 8.8
Economic Development 70.8 3.6
Social Welfare 239.9 12.4
Miscellaneous 6.9 0.4
Public Utilities 20.3 1.0
Debt Redemption 52 .4 2.7
Interest 86.9 4.5
TOTAL 1,941.6 100.0
Reference: "Cost of Government in the United States,
1928-1929" published by National Industrial
Conference Board, P.15.
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three largest sources of state revenue are the property
tax, gasoline and motor vehicles tax, and business taxes.
The gasoline and motor vehicles tax has assumed its
importance only in recent years, but it has shown a ten-
dency to increase faster than any other tax. In view of
the relative Importance of gasoline and motor vehicles taxes,
it is not surprising to find that highway expenditures con-
stitute the largest item in state governmental expenditures,
as shown in Table 8 (p.13) . In 1928, for instance, gasoline
and motor vehicles taxes amounted to 33.62$ of total revenues
of the states, while highway expenditures were 34.1$ of
total state expenditures, showing the close correlation be-
tween these two items.
While property taxes are one of the main sources
of state revenues, it is interesting to note that in many
cases the states do not levy a property tax. Property taxes
are levied in most of the Eastern states by the nmnicipalit ies
,
while the prevailing practice in the Western states is for
the counties to levy this tax. The states obtain their
revenue from the property tax through either the cities or
counties
•
Business taxes, to a large extent, are composed
of taxes on corporations. The methods of determining the
annual state taxes to be paid by corporations vary in
different states, common methods being to base the tax on
either (1) income, (2) value of capital stock, or (3) value
of net assets. In addition, we have what are known as
organization fees, franchise taxes, and a great many license
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taxes •
Another source of revenue is the death tax,
which yielded in 1927 and 19£8 between Q% and 9% of the
total revenues of the states. These state death taxes
are comprised of the inheritance tax levied on the heirs,
and estate taxes levied on the estates themselves. Be-
cause the federal government in its estate tax allows an
exemption for state death taxes paid (up to 80% of the
federal tax)
,
many of the states are now levying estate
taxes in addition to their inheritance taxes.
Local Revenues and Expenditures
A study of Table 9 on the next page shows the
extent to which local governments rely on the property
tax as their major source of revenue. As can be seen
from this table, for the years given, property taxes
accounted for more than 92% of local revenues. When we
take into consideration the fact that property taxes also
supply the states with over 30% of their revenue, we can
readily appreciate the important position which this tax
holds as a major source of revenue. As a matter of fact,
property taxes account for about 50% of the total taxes
collected in the United States, including federal, state
and local. It may seem a paradox, therefore, that economists
and writers on taxation unanimously agree that the property
tax is one of the worst taxes which we have in this country
from a social, economic and administrative standpoint.
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TABLE 10: LOCAL EXPENDITURES CLASSIFIED ACCORDING TO PURPOSE *
(In millions of dollars)
19 2 8
Education 1,942.9 28.5
Highways 1,127.9 16.6
All other Govern-
mental Costs 2,698.9 39.6
Debt Redemption 403.5 5.9
Interest 640 .3 9 .4
TOTAL 6,813.5 100.0
"* Reference: "Cost of Government in the United States,
1928-1929", National Industrial Conference
Board, P.14.
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Public Indebtedness
A survey of public indebtedness in the United
States over the past ten years shows a wide divergence in
trend between federal indebtedness and that of the states
and municipalities. The total debt of the federal govern-
ment, which on June 30, 1919, amounted to approximately
twenty-five and one-half billion dollars, showed a steady
decline to sixteen billion dollars on June 36, 1930, Due
to decreased revenues and increased expenditures for the
fiscal year ending June 30, 1931, the federal debt increased
to sixteen billion, eight hundred million dollars. This,
however, was a reduction of over eight and one-half billion
dollars from the total on June 30, 1919, or an average
reduction of more than three-fourths of a billion dollars
a year.
State and local indebtedness, on the other hand,
which in 192S amounted to slightly over seven billion dollars
had increased by 1928 to more than twelve and one-half billion
dollars. This represented an increase in per capita debt
from §65.11 in 1922 to #105.19 in 1928. State and local
indebtedness amounted in 1922 to 2.2$ of the total national
wealth, whereas in 1928 it had increased to 3.5$ of national
wealth. It is estimated that state and local indebtedness
had increased to seventeen billion dollars on December 31, 1931.
It can be seen, therefore, that while the federal
government was conservatively decreasing its outstanding debt
during the period studied, state and local indebtedness was
steadily mounting. By decreasing its public debt, the federal
government has lowered its annual interest charges from slight-

19
ly more than one billion dollars in 1920 to six hundred
and ten million in 1931. The increase in state and local
debt has aaddled the taxpayer not only with the burden of some
time retiring this debt, but also with the ever -increasing
interest charges.
Federal indebtedness is entirely the result of the
cost of the Great War, while state and local indebtedness
has been incurred mainly to provide new capital facilities.
Borrowing to provide for capital facilities is justified
only as the borrowing governments make systematic provision
for the retirement of these debts as the facilities pro-
vided terminate their usefulness, due to depreciation and
obsolesence. Of the total state and local debt, 12$ is
state and 88$ local. Over half of the state debt has been
incurred for the construction and maintenance of highways,
the only other large items being for public utilities, 13.77$,
and soldiers 1 and sailors* relief, 12$. The major items for
which local debt has been incurred are public utilities, 25.2$;
school buildings, 20.3$; highways, 19.3$; sewers and sewage
disposal, 12.3$.
States and municipalities have shown varying atti-
tudes with regard to the method of obtaining funds necessary
for the construction of capital facilities. Some states and
municipalities have preferred to follow the pay-as-you-go
policy, capital facilities being provided out of current tax
revenues. Other states and municipalities have borrowed to
the hilt to provide these facilities.
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Where the facilities constructed provide an income
sufficient to pay the interest on the debt incurred, to-
gether with a reasonable provision for retirement of the debt,
there can be no question as to the justification of borrowing.
On the other hand, where the improvements do not provide income,
it must be recognized that the taxpayer is faced not only with
the cost of the improvement, but with interest on the debt in-
curred during the life of that improvement. In many cases this
means that a substantial portion of state and local revenues
must be used to meet interest payments.
In these cases, borrowing simply postpones the day
of reckoning when the taxpayer must pay for the cost of these
improvements. At the present time, with governmental revenues
of all kinds being greatly diminished, because of depressed
economic conditions, many municipalities, which are saddled
with heavy public debt, are finding themselves in a position
bordering on bankruptcy.
One of the urgent needs in controlling municipal
finance is more stringent regulation and efficient supervision
by states over the debts of municipalities located within
their boundaries
•
Brief Summary of Federal, State and Municipal Finances
In our survey of governmental finances, the follow-
ing salient facts are clearly brought out:
fl) The burden of taxation has increased at an
alarmingly rapid rate and the trend is still unmistake-
ably upward.
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(2) The federal government in the past decade
has relied largely upon income taxes as its main
source of revenue. It is evident at the present
time that some new source of revenue must he found
to supplement income taxes in periods of depression.
(3) An appreciable retrenchment in federal
expenditures for the next decade or two is practically
impossible due to the fact that such a large portion
of expenditures is for interest on the public debt,
retirement of the public debt, pensions, war and
navy departments, - expenditures which appear to be
inevitable and not susceptible to any major reduction.
Through strict economy, other governmental expendi-
tures might be curbed somewhat, but total revenues
needed to meet expenditures will undoubtedly be
as large or larger than in the past decade.
(4) Local governments rely almost exclusively
on property taxes for their revenue. With expendi-
tures mounting at such a rapid rate, the tax on
property owners in many cases is excessive ,and this
form of taxation will undoubtedly have to be revised
and supplemented by other sources of revenue.
(5) Municipal borrowing has reached a point where
it is too high for the welfare of many communities.
Interest charges are consuming a great portion of the
taxes collected. Better state control is needed.
(6) There is a definite need for a more scienti-
fic control over all governmental finances.
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PART B
GENERAL PRINCIPLES OF TAXATION
Before baking up a detailed discussion of the
individual types of taxes levied by the federal, state
and local governments, it will be necessary to present
a few of the general principles of taxation. These
will be taken up under two headings:
(1) legal limitations of the power to tax, and
(2) Economic and social aspects of taxation.
Legal Limitations on Taxing Power .
P. Nichols* defines the power to tax as "The
power of a sovereign state to require a contribution of
money or other property in accordance with some reason-
able rule of apportionment from business or property
within its jurisdiction for the purpose of defraying the
public expenses".
The federal union may be likened unto an asso-
ciation of individuals banded together under a charter or
constitution. In this case the states represent the in-
dividuals and the federal Constitution the charter. The
federal union, then, being simply an association, has onl
those powers conferred upon it by its Constitution.
Article I, Section 8, Par. 1, of the Federal
Constitution provides that "The Congress shall have Power
To lay and collect taxes, Duties, Imposts and Excises, to
pay the Debts and provide for the common Defence and
+ Nichols, "Taxation in Massachusetts Financial Pub. Co
Boston, 1922, P. 31.
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general Welfare of the United States; but all Duties,
Imposts and Excises shall be uniform throughout the
United States". This Section would seem to give the
federal government blanket powers of taxation. However,
there are certain limitations to this power cited in
other Sections of the Constitution. The two most im-
portant of these are:
(1) Provision against export taxes, and
(2) Provis ion agains t direct taxes.
Article I, Section 9, Par. 5, reads as follows:
"No Tax or Duty shall be laid on Articles exported from
any State". To illustrate the effect of this provision,
the federal government levies an excise tax on the manu-
facture of tobacco products. This excise tax is applied,
however, only to tobacco products sold within the United
States, and not to tobacco products which are exported
from the country. A tax on the exported commodity would
violate the provision cited above.
Article I, Section 9, Par. 4, says: "No Capi-
tation, or other direct, Tax shall be laid, unless in
Proportion to the Census or Enumeration herein before
directed to be taken".
Article I, Section 2, Par. 3, provides "Repre-
sentatives and direct Taxes shall be apportioned among the
several States which may be included within this Union,
according to their respective Numbers", etc. Under this
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provision the federal government is deprived of any revenue
from direct taxes, for if it levied a direct tax it would be
obliged to apportion the oroceeds thereof to the various
states. However, the Supreme Court of the United States
has been lenient in its interpretation of what constitutes
a direct tax. The only taxes which have been so held are
poll taxes, taxes on property and income taxes.
The power of the federal government to levy
income taxes is provided for in the Sixteenth Amendment
to the Constitution, which reads: "The Congress shall
have power to lay and collect taxes on incomes, from J
whatever source derived, without apportionment among
the several States, and without regard to any census
or enumeration".
State instrumentalities are exempt from federal
taxefc, but not because of any direct constitutional pro-
vision. Courts have held that federal instrumentalities
are exempt from state taxation, and as a corollary to
this, state instrumentalities are considered to be exempt
from federal taxes.
States are limited in their power to tax by the
provisions of the Federal Constitution, and also by the
provisions of the individual state constitutions. The
more important federal restrictions on state tax powers
concern the taxation of interstate commerce, the levying
of import and export duties, the levying of taxes beyond

- 25 -
the territorial jurisdiction of the taxing government,
and the "equal protection of the laws" limitation.
Article I, Section 10, Par. 2, of the Federal
Constitution provides that "No State shall, without the
Consent of the Congress, lay any Imposts or Duties on
Imports or Exports, except what may be absolutely
necessary for executing its inspection Laws: and the
net Produce of all Duties and Imposts, laid by any
State on Imports or Exports, shall be for the Use of
the Treasury of the United States; and all such Laws
shall be subject to the Revision and Controul of the
Congress". As can be seen, this provision prohibits
the states from levying import or export duties on either
interstate commerce or foreign commerce*
In the Fourteenth Amendment to the Constitution
of the United States are found two clauses which affect
the powers of state taxation: " nor shall any State
deprive any person of life, liberty or property, without
due process of law; nor deny to any person within its
jurisdiction the equal protection of the laws". Under
the "due process of law" provision, it has been held that
no state may levy a tax beyond its own taxing jurisdiction.
Article 4, Section 2, Par. 1, provides "The
Citizens of each State shall be entitled to all Privileges
and Immunities of Citizens in the several States". This
section has been held to prevent a state from discriminating
in its state laws against citizens of other states.
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Court decisions have held that the States are
not empov/ered to tax federal instrumentalities on the
ground that the power to tax gives the power to destroy.
Therefore, in any state tax, interest on U.S. government
securities and salaries or wages received from the federal
government are usually conceded to be exempt from state
taxation.
In practically all the state constitutions there
are found provisions for the equality and uniformity of
taxation. This, in general, usually means that any tax
on a given class of property, income or any other base,
must be levied at a uniform rate and on a uniform basis
throughout the state, and orecludes an "unreasonable
classification by the state. Other constitutional limita-
tions imposed by the different states vary so widely that
no attempt will be made .to discuss them here.
Local governments are political subdivisions of the
state in which they are located. Taxing powers of local
governments are limited, therefore, to those delegated to
them by the states. Local taxing power is subject, of course,
to the same cons ti tut ional and legal restrictions imposed
on the taxing power of the states.
Constitutional limitations on the taxing powers,
originally regarded as a safeguard for the general public,
cannot be considered to be an unmixed blessing. Types of
taxes and methods of taxation usually depend on the pre-
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vailing economic organization and economic thought. It
is not always beneficial, therefore, to have present tax
laws and methods limited by the economic thought pre-
vailing in former generations when the constitutions
were formulated.
To cite a specific example, under the Federal
Constitution a direct tax may not be levied by the
federal government unless its proceeds are apportioned
to the states. The income tax has been held to be a
direct tax. Consequently, the federal government was
precluded from driving revenue from an income tax until
the Sixteenth Amendment to the Constitution became ef-
fective. This amendment was not ratified until 1913.
Even though it was generally recognized long before this
time that an income tax was justified on fiscal, economic
and social grounds, no such tax could be enacted because
of the limitation imposed by the Constitution.
At the present time practically all the states
are attempting to lighten the tax burden on property by
the levying of more equitable taxes to supplement the
general property tax. And yet, we find that in nine state
a personal income tax cannot be adopted without an amend-
ment to the state constitution, and in four other states
the constitutionality of a personal income tax is doubtful
Likewise, at the present time a corporation income tax
would be unconstitutional in twelve states, and in one
other state the constitutionality is doubtful. The con-
stitutions of seventeen states prohibit the levying of a
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classified oroperty tax.* These constitutional limita-
tions in many cases are a hindrance to a more equitable
distribution of the tax burden.
Economic and Social Aspects of Taxation
Taxes are justified on the theory that they
will enable the government to fulfill certain functions,
undertake certain projects which will benefit the public
at large, and will promote the general welfare of the
country, state or municipality, as the case may be.
Taxes are justified only to the extent that the bene-
fits conferred by the government equal or exceed the
burden placed on the collective taxpayers.
To illustrate, the improvement in the general
welfare of the community due to a system of free edu-
cation undoubtedly outweighs the burden placed on the
community to support the school systems, ^he benefits
of modern highway systems more than compensate for the
burden of taxes necessary to build and maintain these
highways. The protection to life and property furnished
by the police and fire departments is ample justification
for the maintenance of those services. A long list of
services might be enumerated which are demanded of the
government and which require huge outlays of money. In
order that the governments may be able to render these
services, it is i&cessary for them to levy taxes on the public
+ These figures are taken from "Federal and State Tax
Systems, 1930, w prepared under the direction of the
New York State Tax Commission.
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Granted then that a certain amount of taxa-
tion is justified, there are three major problems which
must be considered:
fl) Keeping total taxes within reasonable limits.
(2) Method of apportioning the tax burden.
(3) Administrative problems.
Keeping Taxes iffi thin Reasonable Limit's.
As indicated before, government finance does not
follow the usual line of business procedure. In business,
expenditures are governed by receipts; in governmental
finance, revenues are brought in line with expenditures.
Therefore, in order to keep total taxes within reason-
able limits, we must have an efficient control of ex-
penditures. An analysis of federal expenditures shows
that over the past ten years more than two-thirds of
the expenditures have been for Interest on the Public
Debt, Retirement of the Public Debt, Veteran's Bureau
and Pensions, and War and Navy Departments. Obviously,
expenditures connected with the public debt must be main-
tained until the public debt is extinguished. For poli-
tical reasons, it appears improbable that any major
reduction can be made in the other three items mentioned.
Therefore, any decrease in expenditures which might be
effected will be limited to the final one-third of govern-
mental expenditures dealing with general government.
State and local expenditures, however, are
susceptible to greater reduction through the elimination

- 30
of inefficiency and more rigid state supervision and
state control of local exoendit ures . Here again,
however, political expediency makes it extremely diffi-
cult to effect any large saving. Consequently, looking
at the problem from a practical angle, there does not
appear to be much justification for the hope of curtail-
ment in governmental expenditures. In connection with
this, it must also be remembered that the federal, state
and local governments are continually being called upon
to render additional services.
Method of Apportionment.
The second oroblem confronting us is the method
to be used in apportioning the tax burden. Shall each
individual, rich and poor alike, share equally in the cost
of government? Shall we endeavor to measure the benefits
derived from the government by different classes of in-
dividuals and tax them accordingly? Or shall we measure
the amount of tax which a oerson shall pay on his ability
to pay?
Adam Smith in his "Wealth of Nations" laid down
as his first canon of taxation: "The subjects of every
state ought to contribute toward the support of the govern-
ment, as nearly as possible, in proportion to their respecti
abilities". This is commonly referred to as the theory of
apportionment according to ability to pay.
The ability theory is propounded on the grounds
that the government performs a service to society as a
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whole and consequently eaoh member of society should
contribute to the cost of government in accordance with
his ability. The benefit theory maintains that each
individual or class of individuals should share in the
cost of government in accordance with the benefits re-
ceived.
The main objections to the benefit theory are:
(1) Under this theory the burden of the tax
would fall most heavily on the class of individuals
who could least afford to pay the tax.
This is true because many of the governmental
expenditures are equally beneficial to rich and poor
alike. If the government were dependent upon the
poorer classes of people for its sources of revenue
it is obvious that many expenditures which promote the
general welfare would have to be curtailed.
(2) In most cases it would be exceedingly diffi-
cult to measure the benefit? received and apportion
the burden accordingly.
At the present time there is one outstanding
example in the United States of taxes levied directly
under the benefit theory. This is the tax on motorists,
levied in the form of gasoline and motor vehicles taxes.
Here it is argued that the motoring public is the bene-
ficiary of good highways and consequently should bear
the burden of their construction and maintenance.
The ability theory has long been recognized as
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the method promoting the greatest social justice. How-
ever, ability has been measured in different ways at
different times. In Colonial days, ability was supposedly
represented by ownership of property, whereas today it
is generally recognized that income is a fairer measure
of ability. While property taxes still provide about
one-half of the total revenue federal, state and local--
in the United States, taxes based on income are becoming
more prevalent and will undoubtedly increase in importance
Probably the greatest center of controversy with
regard to the ability theory is whether or not this theory
should involve proportionate or progressive taxation. In
other words, should we levy the same rate of tax on all
incomes regardless of amount , or should the rate of tax
increase as the income increases? There seems to be no
theoretical answer to this question, and both proportionat
and progressive taxation have ardent advocates among
economists and tax writers. Prom a practical standpoint,
however, it is interesting to note that practically all
income taxes are levied on a progressive basis.
In connection with the apportionment of the tax
burden, probably the most involved problem is that of tax
shifting. In a great many cases the burden of the tax
does not rest on the taxpayer, but is shifted by him to
others through business transactions. Some taxes are
levied with the intent that the tax shall be shifted. An
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example of this is the federal excise tax on tobacco
products. The manufacturer of these products pays the
tax, but the burden of the tax is shifted to the ulti-
mate consumer. If the burden of all taxes rested on the
taxpayer, the problem of apportionment would be made
much easier. However, due to the shifting of the tax,
apportionment of the tax burden involves an understanding
of oractically all economic laws.
The burden of some taxes cannot be shifted. In
other cases it may be partly shifted, and in still others
it is entirely shifted. There is no doubt that the burden
of a tax on inheritance, a tax on personal income, or a
tax on residential property occupied by the owner thereof,
rests on the taxpayer. In the case of business income
taxes, taxes on business property and general corporation
taxes, there is no ready way of determining exactly to
what extent the tax is shifted. In the case of certain
excise taxes, and in the case of a general sales tax, it
is generally considered that the burden of the tax is
shifted to the ultimate consumer.
In order to evolve a system of taxation which
would provide an equitable distribution of the tax burden,
it is ncessary for the taxing authorities to consider not
only on whom and on what basis the tax is levied, but it
is necessary to determine as far as possible to what extent
the burden of the tax might be shifted.
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Administrative Problems.
In evolving a tax system consideration
must be given not only to the amount of total taxes
collected - that is, the fiscal problem - and to the
method by which the burden will be apportioned, but
we must also consider the administrative problems con-
nected with the administration of the tax. A tax might
well be ideal from the standpoint of social justice, but if
it is one which is inherently difficult to levy and col-
lect, the cost of collection and adminis tration may be
so high as to defeat the pur nose of the tax. In other
words, in order to be effective a tax must be one which
is easily assessed, and one which can be collected without
undue expense.
The cost of collecting the federal excise tax
on tobacco products averages less than i- of lf° of the
revenue produced, and the cost of collecting the federal
income tax is only slightly more than 1% of the revenue
produced. Therefore, it can be seen that these taxes meet
the requirement of relatively low cost of collection.
Another problem to be considered is the amount
of evasion which might be practised under a certain tax.
As we shall see ifl our discussion of general property taxes
evasion in connection with this tax has been one of the
primary reasons why the states have been seeking other
sources of revenue.

- 35 -
Social Aspects of Taxation ,
From a purely social aspect, a tax system
should be so constituted as to promote an equitable
distribution of the total burden. Some socially-minded
writers contend that taxation should be used as a means
of redistributing wealth. Under this theory the amassing
of huge fortunes, regarded by these writers as a social
evil, would be curtailed. As yet, however, in this
country there have been no examples of taxes levied for
this purpose. In the case of high estate and inheritance
taxes and sharply graduated income taxes, this effect
may be partially brought about, but this is only inci-
dental to the fiscal and economic features of the taxes.
Summary of General Principles .
As brought out in the foregoing discussion, any
consideration of proposed taxes should take into account
the following five elements:
(1) Constitutionality o:f the tax,
(£) Revenue productivity.
(3) Method of apportioning the burden.
(4) Administrative difficulties involved.
(5) Social consequences.
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PART C
STUDY OF TAX'SS LEVIED IN THE UNITED STATES CLASSIFIED
ACCORDING TO TAX BASE
In this section the writer proposes to study the
different types of taxes levied "by the federal, state and
local governments in the United States, with particular
emphasis on the social, economic and administrative asoects
of the various taxes. In this connection, taxes may "be
classified according to the base on which each respective
tax is calculated. These taxes might be properly divided
into the following groups:
Taxes on (1) persons,
(2) commodities,
(3) property,
(4) income,
(5) estates and inheritances.
It would avail us little to study any individual
tax alone. Each tax must be considered in its relationship
to the tax system as an entity. An ideal tax system, moreover
might be conceived as one which would satisfy the fiscal needs
of the government, apportion the burden in an equitable manner
be easily administered, and non-productive of any economic
ill effects.
If we 7>ere to study one individual tax by itself
we might learn that it did not provide a just apportionment
among the population. On the other hand, if this same tax
were considered in the light of our entire tax program, it
might easily meet the requirements of social justice. To
elaborate on this point, one particular type of tax might
seem to bear too heavily on the poorer classes, but if in our
tax system we have other important revenue producers which
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bear largely on the wealthier class, these may more than
offset the seeming discrimination of the first tax. Bearing
in mind this relationship of individual taxes to the tax
system in its entirety, we are now ready to consider the
various types of taxes levied.
Poll Tax
The poll tax is the only tax in the United States
which has as its base the person, or individual. It was
doubtless originally levied on the theory that each indi-
vidual should pay his share toward the upkeep of government
activity. Being uniform in amount, this tax places a heavier
relative burden on the poorer classes of people, and of
necessity must be small in amount. During the early stages
of the development of the country, when taxpaying ability
was more nearly uniform, the poll tax had some justification.
However, as variations in wealth became more and more pro-
nounced, discrimination in the burden of the poll tax increased.
It is not surprising to find that the poll tax is
constantly decreasing in importance. It does not conform to
the requirements of a good tax from either a fiscal, adminis-
trative or social standpoint. In 1930, only eight states
made use of the poll tax as a source of revenue. In about
three-fourths of the states the poll tax is used by muni-
cipalities as a source of income, and even here the total
amount collected is practically negligible.
There are three practical disadvantages to the poll
tax: The first is the small amount of revenue which it
produces. Secondly, the cost of administration is almost
prohibitive, when compared with the amount of revenue produced.
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Probably more important than either of these ia the evasion
which is practised. In most cases, only half-hearted at-
tempts at enforcement are made, with the result that often
the only people who pay the poll tax are those already on
the tax rolls through the payment of other forms of taxes.
William J. Schultz in his "American Public Finance
and Taxa tionw *( Prentice -Hall , 1951) has this to say: "The
poll tax offends every standard of good taxation, and the
revenue derived from it is so small that it hardly con-
stitutes justification for the levy of a tax with such
distributional shor tcomings
.
n
Taxes on Commodities
Taxes on commodities may be divided into two groups:
(1) Customs and (2) Excises. These will be taken up in order.
Customs
In this country customs represent entirely import
duties inasmuch as the Constitution prohibits a duty on ex-
ports. In some other countries, however, duties are levied on
both imports and exports. In Colonial days, customs provided
the main source of revenue for the federal government. As
late as 1900, customs still averaged almost 50% of total
federal receipts. Since that time, while the actual amount
of customs has increased still further, the relative importance
of this source of income has decreased very rapidly. Prom 19S8
through 1931, customs averaged from 10% to 15$ of total federal
receipts •
* £.523.

39 -
In discussing customs as a source of government
revenue, it must be borne in mind that there are two reasons
for the levy of import duties. The first is that of obtain-
ing revenue, and the second that of protecting home industry.
Therefore, we cannot discuss customs purely from the fiscal
angle.
Import duties may be levied to obtain revenue
or for protection, but it must be recognized that they
cannot give a large measure of both. If an import duty
on a certain class of articles gives complete protection
to a home industry, it excludes imports, and therefore does
away with the source of revenue. On the other hand, if that
class of merchandise is still imported, it means that the
government will obtain revenue, but the home industry will
not be afforded complete protection. A duty may give one
or the other, or a combination of some revenue and some pro-
tection.
In some cases, duties are placed on articles which
cannot be produced or manufactured in this country. In such
instances, obviously the duty is levied for revenue purposes
only. Where a duty is placed on goods which are produced or
manufactured in this country, protection is usually the main
obj ective
•
Originally, the theory of protection was championed
by home manufacturers eager to protect their industry against
foreign competition. However, in a great many cases where
industries have become well developed and no longer fear
foreign competition, sentiment of the manufacturers has
changed. At this point, manufacturers realize that pro-
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hitive import duties necessarily stifle the foreign outlets
for many American products. At the present time, one of
the most ardent advocates of protective duties is organized
labor. The object of this group is not primarily to protect
home industry, but to maintain high wage rates in this country.
Much is heard from this source about lower standards of living
in competitive foreign countries.
From an industrial standpoint, one of the most
important considerations is a definite policy with regard to
the tariff question. Fluctuating tariffs create an uncertainty
in many industries, which tends to hinder their development.
This is bound to be true as long as the tariff question is made
a political football, and is not approached from a scientific
viewpoint
.
Customs duties are levied on either a "specific"
or "ad valorem" basis. A specific duty is one based on a
unit, whereas the ad valorem duty is based on the valuation
of the merchandise imported. The ad valorem duty is the
fairer duty as it takes value into consideration. However,
it opens up possibilities of evasion due to fictitious values
being quoted on merchandise. The greatest advantage of the
specific duty is the ease with which it can be administered.
The main objection to this method of taxation is the fact it
places a relatively higher burden on the cheaper grades of a
given article. In this country, we have a combination of both
tyoes of taxes.
From a fiscal viewpoint, too much reliance cannot be
placed on customs as a source of revenue due to the extremely
wide fluctuations in this item. Economically, import duties

- 41 -
originally raise the price of the article to the consumer.
However, if this duty enables home industry to expand, it
may be that through reduced costs due to mass production,
the price of the competitive home manufactured article may
ultimately be sold below the cost of a similar foreign-
produced article.
If duties are placed on the necessities of life,
the burden of those duties being shifted to the consumer,
they are naturally regressive in their effect; i.e., the
greater relative burden falls on the poorer classes of
people. This is due to the fact that the poorer classes
spend a larger proportion of their income in consumption
than do the more wealthy.
Prom an administrative standpoint, import duties
are relatively easy to collect, due to the fact that
collection is made at the port of entry. However, we find
that the cost of collecting these duties averages from 3%
to 6$, which is higher than the cost of administering many
of our other taxes.
Excises
"An excise is an inland duty or impost levied upon
the manufacture, sale or consumption of commodities within
the country. Also, a tax upon the pursuit or following of
certain sports, trades or occupations, usually taking in this
case the form of exactions for licenses."*
Federal Excises
In our discussion here we shall limit ourselves to a
study of the excises on commodities.
* Webster 1 s Die t ionary
.
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Excises are levied by both the federal and state
governments. As we have seen, the Constitution prohibits
the federal government from levying a direct tax unless it
apportions the revenue from such a tax to the states accord-
ing to population. Therefore, the federal government could
not tax a commodity as property, for this would be direct
taxation, but it does have the power to levy a tax on the
act of manufacturing or selling commodities.
At the present time, the most important excise tax
of the federal government is the tobacco tax, which produces
an annual revenue of almost one-half billion dollars, and
this amount is continually increasing. During the Great
War, in order to raise more revenue, the federal government put
into effect excises on a great many commodities. The most
productive of these were the excise taxes on automobiles and
automobile parts. However, after the War most of these taxes
were regarded as nuisance taxes, and were consequently abolished.
At the present time, the only important excise taxes are those
on tobacco, opium and narcotics, firearms, and playing cards.
In order to be productive of revenue, an excise tax
must be levied on articles which have a wide distribution.
Where excises are levied on the necessities of life, however,
the objection is raised that too great a burden is placed on
the poorer classes of people. For that reason, governments
have been extremely hesitant about levying excises on necessi-
ties. It can be seen from the foregoing that tobacco is an
ideal commodity on which to place an excise tax. It is widely
used and at the same time is not considered as one of the
essentials of life. The tax on tobacco produces a great deal
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of revenue, and at the same time can be administered with
ease due to the fact that the tax is collected direct from
the manufacturers. Thus, the government confines its work
of administration to a comparatively few sources.
State Excises
The most important state taxes on commodities are
those levied on gasoline and other motor fuels, which are
levied in all the forty-eight states and the District of
Columbia. A state tobacco tax is levied principally in
certain of the Southern and Western states. In 1930, eleven
states levied such a tax. The general sales tax is gradually
coming into existence as an additional means of obtaining
state revenue.
The gasoline tax is the outstanding example in
this country of a tax levied under the benefit principle of
taxation. Revenue from gasoline taxes is used for the con-
struction and maintenance of highways. Benefits of the gasoline
tax accrue primarily to the consumers of gasoline, and con-
sequently under the benefit principle of taxation, motorists
should largely finance the cost of highway construction and
maintenance
•
The gasoline tax has shown an amazingly rapid rate
of gro?/feh. The first gasoline tax of \$ per gallon was levied
by the state of Oregon in 1919. By 1983, thirty-five of the
states had enacted a gas tax, and by 1929 all forty-eight
states and the District of Columbia had such a tax in force.
Until 1921, the highest rate of tax in any state was 1/ per
gallon. At the present time, rates vary from 2<f to 7^ per
gallon. In 1920, the total revenue collected from this source
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amounted to less than #5,000,000. By 1931, this had in-
creased to over $500,000,000. As long as the revenue from
this source is used solely for the construction and main-
tenance of highways and bridges, the motorist has no legiti-
mate ground for complaint. However, when the tax becomes
excessive due to the revenues being diverted to other pur-
poses, then it may be fairly asserted that the motorist is
the victim of class legislation.
Principles of Excise Taxes .
Excise taxes, in general, have certain pronounced
advantages. First of all, they are important revenue pro-
ducers. Furthermore, they can be large revenue producers
without inflicting a heavy burden on those concerned. This
is true because the burden of an excise tax is usually shifted
to the consumer. Such is undoubtedly the case in both the
federal tobacco tax and state gasoline taxes , which are
discussed above. The ease with which these taxes have been
shifted is due to the fact that the demand for both tobacco
and gasoline is relatively inelastic. In other words, the tax
on these commodities has not lessened the consumption of them.
A further advantage of the excise tax is the ease of
collection and administration, which is due to the fact that
the sources from which the tax is collected are comparatively
few in number. A3,so, there is orobably little evasion of this
tax. Recently, however, a considerable amount of discussion
has arisen with regard to gasoline bootlegging in an effort
to evade the tax. This problem has received the attention of
many of the states, and effective means of combating this
practice are being devised.
'O'lir,
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Prom a social point of view, the class upon which
the burden of an excise tax falls most heavily depends en-
tirely upon the commodities which are subject to the tax.
In most cases these commodities are luxuries or semi-
luxuries, and the consumers well able to pay the extra
charge
•
Sales Taxes
Sales taxes are in reality a form of excise, the
only difference being that the sales tax applies to commodities
in general, whereas an excise applies to certain specific
commodities. The only example of a federal sales or turn-over
tax was the manufacturers sales tax of 1862, which was in
force with various modifications until 1870. In 1921, a
federal turn-over tax was proposed, and although it received
ardent support from many industrial sections, it never became
law. At the present time, the House Ways and Means Committee
has under consideration a manufacturers tax, which is a modi-
fied form of general sales tax.
After the Great War , due to acute fiscal emergencies,
many European countries and Canada inaugurated various forms of
sales or turn-over taxes. While in most cases these were
enacted as emergency measures, they have remained as an im-
portant part of the fiscal systems in the respective countries.
In Canada, Prance, Germany, Belgium and Austria sales taxes
have furnished from one-sixth to one-fourth of the total revenues
of the governments. As in the case of any new tax, when first
levied these sales or turn-over taxes presented grave adminis-
trative difficulties. With the continued use of such taxes,
however, administrative difficulties have been gradually
ironed out and minimized.
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It may seem strange that the federal government
of the United States has not recently made use of these
taxes, "but this can be accounted for due to:
(1) The fact that the federal government has
been able to obtain sufficient revenues without
recourse to this form of tax.
(2) The prevailing idea that these sales
taxes place a heavy burden on the masses.
At the present time, however, the passage of some
form of sales tax seems imminent due to the heavy deficit
for the fiscal years 1932 and 1933.
The questions which concern us here are:
fl) The propriety of the sales tax as a means
of obtaining federal revenue.
(2) The importance which such a tax should play
in the revenue system of the federal government.
In order to answer these questions it will be
necessary to discuss the general principles underlying this
form of taxation.
Sales taxes generally take the form of either a
turn-over tax, manufacturers tax, retailers tax, or a
combination of manufacturers and wholesalers tax.
A turn-over tax is levied upon the sale of any
commodity, whether it be in the form of raw material, semi-
finished product, or finished product, and whether it be a
sale by producer, wholesaler, jobber or retailer. With the
tax being collected at each point of exchange, or turn over,
it is necessarily pyramided.
To illustrate the working of this tax, a producer
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of a raw material may sell his product to a manufactur er
,
and the producer would be taxed on this sale. The manu-
facturer might process this material into a semi-finished produc
to be sold to another manufacturer. A second tax would there-
fore be levied. The second manufacturer, in turn, might sell
his finished product to a wholesaler or jobber, and pay a tax
on this transfer. The jobber sells to the retailer, being
taxed on the sale; and the retailer in turn pays a tax when
selling to the ultimate consumer. Hence, an original turnover
tax of 1% might be multiplied four or five times on one com-
modity during its journey through the various sales channels.
A manufacturers tax differs from a turn-over tax in
that the tax is levied only on the manufacturer of the com-
modity and is collected solely at this source. This tax,
therefore, is not pyramided as in the case of a turn-over tax.
A retailers tax likewise might be termed a single
turn-over tax, - that is, the tax is collected at only one
source. Here the source of collection is the retailer.
Briefly, a turn-over tax is a multiple tax, while a manu-
facturers or retailers tax is a single tax.
looking at any of these sales taxes from a social
point of view, there can be little doubt that, in general,
the tax is shifted to the ultimate consumer, and is therefore
a consumption tax. To obviate placing too heavy a burden on
the poorer classes, in most countries, foodstuffs and some
other necessities of life are exempt from the tax. Very often
luxuries are taxed at a higher rate than are other commodities,
'/here necessities are exempted and a higher rate of tax placed
on luxuries , it can be seen that the weight of the burden is
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shifted from the poorer to the more wealthy classes of
people •
Prom an administrative point of view, a sales or
turn-over tax would be relatively easy to administer pro-
vided that no classes of commodities were exempted and all
transactions were taxed at a uniform rate. Due to social
considerations, however, it is advisable to exempt certain
classes of commodities and in some cases it has been found
desirable to tax different types of transactions at varying
rates. Every exemption allowed and every variation in the
tax rate tends to make the administration of the tax more
difficult and evasion of the tax more tempting.
Of the various types of sales taxes, the manu-
facturers tax is doubtless the easiest to administer for
two reasons. First, the government has fewer taxpayers with
whom to deal, and consequently a smaller number of tax returns
to handle. Secondly, most manufacturing establishments are
sufficiently large so that fairly complete records of
business transactions are prepared.
In the case of the retailers tax, the government
has many more tax returns to handle, and a large percentage
of these from retailers doing a very small volume of business.
Many of these small businesses keep only sketchy records,
which fact makes administration of the tax more difficult.
This is particularly true where certain classes of commodi-
ties, such as foodstuffs, are exempt. This means that the
dealer must keep track of his sales, and in addition divide
those sales into those which are taxable and those which are
free from this tax. A general turn-over tax means an even
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larger number of taxpayers with whom the government must
deal, and magnifies still further the administrative diffi-
culties •
From a fiscal point of view, even a relatively low
rate of tax may produce a large yield of revenue provided too
many items are not put on the "free" list.
Is any form of sales tax a proper source of revenue
for the federal government? It is obvious that the present
sources of revenue are entirely adequate when the rate of
business activity is normal or better. But, due to the heavy
reliance on the income tax, revenues decrease rapidly in
periods of depression, without a corresponding decline in
expenditures. This means that the federal government is
forced to obtain additional revalue during this phase of the
business cycle. At the present time, raising the income tax
rates alone would not produce sufficient revenue to balance
th§ budget. Consequently, in addition to raising the income
tax rates, the government must also levy a series of excise
taxes on specific commodities, or a general sales or manu-
facturers tax. Specific excise taxes always raise the serious
objection of discrimination against the particular class of
commodities subject to the tax. A sales or manufacturers tax,
on the other hand, precludes any assertion of discrimination.
The federal government already has a well organized
internal revenue department for the administration of income
and excise taxes. A manufacturers tax could be handled by this
department without any material increase in staff and main-
tenance costs thereof. Prom an administrative angle, therefore,
it would seem that there could be no serious objection to a

- 50
manufacturers tax. The levy of such a tax, together with
certain increases in the income tax rates, would allow the
government to balance its budget.
Such a tax has the further advantage of flexibility.
That is, the rate of taxation could be adjusted to meet the
varying needs of the federal government. In normal or
prosperous times, when other forms of revenue are sufficient
to provide for government needs, the sales tax could be re-
duced to a nominal amount. In other periods, when the need
for additional revenue was felt, the rate could be raised
without creating any further administrative problems. Under
this scheme a manufacturers tax would not assume an important
position as a producer of governmental revenue, but would be
used more as a supplementary item to balance the budget at
times when otherwise deficits might occur.
It would be specious to argue that such a tax would
place too heavy a burden on the poorer classes. Under the
present federal tax structure by far the greater burden is
placed on the wealthier classes of people. Also, under the
proposed manufacturers tax, foodstuffs and some other necessi-
ties would be exempted. In view of these facts, it is diffi-
cult to see how there could be any serious objection to this
tax on social grounds.
When sales taxes were introduced in other countries
one of the main objections raised has been the additional work
and records required of the taxpayer in order that he might
have the necessary information for the filing of the tax re-
turns. In this country, due mainly to the requirements of
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the income tax, practically all concerns which would be
affected by a sales tax keep complete and accurate records.
The only firms which would need additional information would
be those which are dealing in both taxable and non-taxable
commodities. In such cases, it would be necessary to have a
segregation of sales into those two groups.
In conclusion, looking at the matter from all angles,
it would seem that the manufacturers tax provides a desirable
means of furnishing the additional revenue needed, due to its
simplicity of administration, potentialities for large yields,
and social justification. Again, it must be borne in mind that
it is not intended to have this sales tax an important part of
the federal fiscal program, but merely to use it in times of
stress in governmental finances.
State Sales Taxes
At the present time there is a tendency for certain
states to levy some form of sales tax. In 1930, sales taxes
of one form or another were in effect in West Virginia,
Pennsylvania, Connecticut, Delaware, Missouri, Mississippi
and Georgia.
Do the same orinciples aoply to the levy of sales
the
taxes by states as in the case of/federal government? If we
study the situation carefully we shall see that there are some
differences in principle. In the first place, if the federal
government levies a manufacturers tax, all manufacturers in
the country are uniformly taxed. Thus, no one manufacturer is
given any advantage over another.
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However, if certain states levy manufacturers
taxes, while other states do not, then manufacturers located
in states imposing the tax may be at a disadvantage as compared
with manufacturers located in the states where this tax is not
levied. For instance, let us assume that a manufacturer in
State A is in competition with a manufacturer in State B,
both manufacturers doing a nation-wide business. If State A
now imposes a 2% manufacturers tax, it means that the manu-
facturer in State A has an added cost to bear, and therefore
is under a handicap in competing with the manufacturer in
State B, which has no manufacturers tax. It is argued, there-
fore, by some authorities that if a state is to have a sales
tax, it would be better to levy it on retailers inasmuch as
their trade is primarily local, and hence would primarily elimi-
nate the out-of-state competition hazard. Even here, along
the boundary of two states, one imposing a retailers tax and
the other not, there might be some discrimination against the
retailer who must pay the tax.
Of course, from an administrative standpoint, a
retailers tax would present greater problems of collection and
administration. Also, the cost of collection would undoubtedly
be higher. In some of the states a certain minimum exemption
is allowed, thereby eliminating returns from smaller concerns
and reducing administrative difficulties somewhat. In such
cases, these smaller concerns usually pay a flat rate license
fee.
From a social vfewpoint, a federal sales tax is justi-
fied on the ground that the federal tax structure as a whole is ,
now so constituted as to place the greater burden on the wealthi-
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er classes • A federal sales tax would mean that a class
of people hitherto largely free from federal taxation
would be called upon to bear a part of the cost of federal
government
•
State and local taxes, in general, already impose
a relatively heavy burden on the poorer classes. Consequent-
ly, the social justification advanced for a federal sales
tax cannot properly be applied to state sales taxes.
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General Property Taxes
At the present time the general property tax and
its derivatives furnish by far the larger portion of revenue
for the state and local governments,
"In 1928, oroperty taxes accounted for #4,801,122,000
out of a total of $6,148,396,000 of state and local revenue."*
This is true despite the fact that from an economic, social
and administrative point of view there can be found little
to support this type of taxation. The only real justification
for this type of tax is the large amount of revenue which
it produces.
Many European countries have given the general
property tax a thorough trial, but in each case it has been
found badly wanting. Invariably it has eventually been re-
placed by a tax on real property only, combined with other
forms of taxation. At the present time, local and state
governments in this country alone depend on the general
nroperty tax and related property taxes for an appreciable
part of their revenue. European writers are in unanimous
agreement as to the shortcomings of this method of taxation.
In theory, the general property tax is a tax based
on total property owned, assessed at a uniform rate. Due
to certain social factors and administrative difficulties,
which will be elaborated upon later, most states have found
it advisable to exempt certain classes of property, or to
tax certain classes at special low rates. Therefore, the
*Reference: "American Public Finance and Taxation" by William
J. Shultz. Prentice-Eall . 1931. P.403.
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tax cannot be said to be universal in its application,
nor uniform in its rate.
There are certain glaring defects which mili-
tate against a just and efficient administration of this
tax and a proper distribution of the burden among the
total population. These may be divided into two groups:
(l) Those Pertaining to the nature of the tax.
(£) Those pertaining to the administration
of the tax.
Some of these defects will now be taken up in
order.
Lack of Uniformity. By uniformity in property
taxes we mean that all property within the taxing juris-
diction should be assessed at the same percentage of true
or actual value. In some states the assessment is made
by local tax assessors and in others by county assessors.
In too many cases these assessors are not competent to
judge values of the different types of property. This can
be readily understood when we consider the numerous types
of real
.
property and the extensive list of personal property
which must be valued.
"Assessment of property values by a tax official
faces insuoerable difficulties. To be adequate for his task,
an assessor should have an engineer T s understanding of in-
dustrial structures, a realtor ? s knowledge of land values,
and an architects acquaintance with buildings. He would
have to be a connoisseur in paintings, jewels, and furniture.
Fortified with such omniscience, the perfect assessor would
further have to be armed with blanket powers of investigation
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into the material circums tances of each taxpayer. In
practice, the valuation of property for tax purposes is
accomplished "by ordinary human beings, often shrewd in
their ability to appraise oroperties with whose general
character they are familiar, but without any pretensions
at omniscience. The powers of inquiry accorded them are
usually sharply limited, in accordance with the American
distrust of any approach to fiscal tyranny."*
Where the assessments are made by local assessors,
there is often a great deal of partiality shown. It is
obvious that as long as a tax is based on appraised values,
there are bound to be a great many discrepancies in its
administration, thereby destroying the uniformity needed.
This brings out the further problem of revising
assessments to meet actual changes in the value of property.
In most states we find that real estate assessments are
made annually, although in several instances assessments
are made at intervals varying from two to six years. Under
these conditions, it is obvious that due to changing values
there are bound to be vast discrepancies between actual
and assessed values.
Lack of Universality
.
Probably the most glaring
weakness in the general pronerty tax is the fact that much
property escapes the assessors 1 rolls. This is particularly
true of personal property, which is not so easily detected
as real property. Assessment officials may have difficulty
* "American Public Finance and Taxation," Schultz, P.429.
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in valuing real property, but in most cases they can at
least itemize this visible property. Personal property,
on the other hand, is more easily hidden and consequently
a large portion of its evades taxation. Verification for
this statement is found in the fact that the total value
of personal property in the United States far exceeds that
of real property, and yet in most states the tax on per-
sonal property accounts for only 5% to 10$ of the total
property taxes collected. It is obvious, therefore, that
due to inefficiency of assessment and dishonesty in evasion,
an astonishing amount of personal property goes scot free
of property taxation, - thereby increasing the burden which
real estate must bear.
Unequal Burden. Due to the ease with which per-
sonal property is concealed for tax purposes, it is true
that a great many people owning no real property are omitted
from the assessors 1 list entirely, and thereby escape the
tax. In the cases of persons owning real property, inas-
much as they are already on the assessors' list, they are
necessarily obliged to report at least part of the personal
property which they own. This tends to further increase the
burden which the owner of real property must bear.
In some quarters it is contended that the agri-
cultural population bears an undue proportion of the taxes
for this very reason. Their property consists largely of
land and buildings and tangible personal property, such as
livestock, farm machinery, etc., which cannot easily be
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concealed. In the case of industrial enterprises much of
the tangible property is often grossly undervalued in order
to attract industry through low taxes. In other words, low
tax rates are used as an incentive to industries. Due
to the great amount of property which escapes taxation,
the remaining property is forced to bear not only its
rightful share of the burden, but also that of the property
which has evaded the tax.
Double Taxation. A further criticism of the
general property tax is that it often results in double
taxation, due to the fact that tangible property is subject
to the tax, and at the same time, the intangibles represent-
ing ownership in that property being likewise taxed. To
illustrate, land and buildings may be taxed as property
and the mortgage on those lands and buildings likewise
subjected to tax. Physical assets of a corporation are
subject to the general property tax and, in a great many
cases, the stocks and bonds representing the interest
in those assets are likewise subject to the tax. Con-
sequently, this results essentially in the same item being
taxed twice. This is overcome in some states by exempt-
ing from the property tax intangibles representing an
interest in property which has already been subjected to
the tax.
Administrative Difficulties. The property tax
is by its very nature one which is difficult to administer.
The complexity and ramifications of modern property almost

- 69 -
preclude a fair assessment of that property. This diffi-
culty is aggravated by the fact that assessment is
largely local, whereas in many cases the property itself
transcends local jurisdiction. Then, too, when we consider
the evasion of property, inefficiency in assessments and
purposeful discrimination in assessments, the task of levy-
ing and administering efficiently and justly a general
property tax seems almost hopeless.
In view of the severe criticisms levied upon
property taxes, it is pertinent to ask three questions:
(1) Why has the property tax assumed its
present importance in this country?
(2) What has been done to remedy the weak-
nesses of this tax?
(3) What must be done in the future to
improve the tax and its administration?
In answering the first of these three questions,
it must be borne in mind that property taxes were first
levied in the United States in early Colonial days when
the country was largely agricultural and when the wealth
of the country was represented principally by real property
and tangible personal property. Under these conditions,
the general property tax did not present the same prob-
lems which it does in a civilization where property is
composed of a multitude of different items. Furthermore,
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with the rapid growth of the country and relatively small
governmental expenditures, the "burden of oroperty taxation
was not particularly heavy in the early days* However,
as the country developed, the problem of classification
of property arose. Also, local and state governmental
expenditures advanced by leaps and bounds so that the
burden steadily increased. By this time, however, the
property tax had become firmly entrenched as a source
of state and local revenue, and no major attempts had
been made to dislodge it from its important position.
However, with criticism of the tax becoming more pointed
as well as concerted, many changes are likely to be ef-
fected in this form of taxation within the next few decades.
With regard to what has been done, half-hearted
attempts have been made to eliminate some of the most
glaring weaknesses in the tax and to alleviate the more
apparent discriminations. These attempts at improvement
may be classified into two groups:
(1) Improvements in administration.
(2) Improvements in the tax law.
In our discussion of administration of the general
property tax we saw that one of the weaknesses was inequality
of assessment. This weakness offends largely where the state,
as well as the local governments, rely to a large extent on
the property tax as a source of revenue. Where county or
state tax rates are based on local assessments, each local
assessor is naturally tempted to underassess rather than
overassess property within his jurisdiction so as to make
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his district's share of the state tax "burden as light
as possible. This leads to competitive underassessment.
In order to overcome this difficulty, many states have
formed county Boards of Review and Equalization, By
1930, forty-two of the states had such boards. Five
of the remaining states had town or city Boards of Review
and Equalization.
As a further check on administration, all
forty-eight states have State Tax Commissions. In 1930,
the Commissions in forty-one of the states had supervisory
power over local taxing officials, and in thirty-two of
the states these Tax Commissions had the power to order
or direct reassessments. This power sometimes acts as
a boomerang to local municipalities. This is evidenced
by the huge rebates recently ordered by the State Tax
Commission of Massachusetts of taxes paid to the city
of Boston on downtown property. In this ease the Tax
Commission ruled that the property had been overassessed.
In most states, the State Tax Commissions assess
the property of railroads and public utilities due to
the fact that the property is beyond the sphere of any
local jurisdiction, and consequently, local assessors are
not competent to properly assess the property. Where
assessment is made by the State Tax Commission, the total
value of the particular property within the state is
apportioned among the various counties or municipalities.
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Assessment technique with regard to real estate has
been improved through the development and use of real
estate maps and surveys. Within the last few years
some states have gone so far as to prepare aerial
surveys of property for the purpose of preventing any
parcels of land from escaping the assessors 1 rolls.
Changes in the Nature of the Law . Realizing
the practical impossibility of reaching all personal
property under the general property tax, states have
enacted various measures designed to "bring more property
under some form of taxation. This has been done in some
cases by exempting certain classes of property entirely
from the general property tax and substituting in its
place some other form of taxation.
By 1930, thirty of the states exempted some
forms of intangible personal property, and eleven of these
states provided for the exemption of practically all forms
of intangibles. In seventeen states it was provided that
where intangibles were exempted from the general property
tax, they were subjected to a special low rate tax. The
idea behind this was that a lower rate of tax would provide
less temptation for evasion, and consequently a greater
proportion of the oroperty would be reported.
In states where this has been done it has been
found that the amount of intangible property reported has
increased considerably. However, due to the lowering of
the rate, in many cases the revenue produced was no greater,
and in some cases was less, than had been the case previously.

- 63 -
Therefore, from a fiscal point of view this expedient
cannot "be said to have attained much success. Where
various rates are applied to different types of property
we have what is known as a classified property tax.
In 1930, five states had practically abolished
taxes on personal tangible property. Where this has been
done, other taxes have been substituted to compensate for
the loss of revenue due to the abolition of the tax on
tangible personal property. The most common forms of taxes
substituted are personal income, motor vehicle and special
business taxes.
Massachusetts furnishes an interesting example
of this practice. Here the tax on personal tangible
property has been abolished and an income tax substituted.
Pour types of income are taxed; namely, fl) salaries and
wages and business income; (2) dividends and interest,
(3) gains on sales, and (4) annuities.
It is interesting to note that interest received
from mortgages on property located within the state and
mortgage bonds secured by property in the state has been
exempted. This exemption is based on the theory that the
real property itself has already been subject to tax, and
consequently any tax on the mortgage or income from it
would result in double taxation.
The personal income tax is administered and
collected by the state, but the proceeds therefrom are
apportioned to the municipalities on the basis of total
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assessed value of property. The results are twofold.
First, the burden of the tax on property is decreased
to the extent of the amount of revenue received from
the income tax, and (2) due to the fact that this
revenue is allocated to the municipalities on the basis
of total property assessments, it tends to diminish the
temptation for local underassessment.
Similarly, many states have designed income
and other forms of taxation in an attempt to somewhat
lower the burden on property. Due to the rapid increase
in expenditures of state and local governments, these
substitutions have not decreased the amount of taxes
levied on property, but they have prevented property
taxes from rising as fast as they otherwise would.
What Can Be Done
.
One thing which can be
done to further the elimination of injustices under the
general property tax is to widen the substitution of
other forms of taxes to replace the tax on personal
property.
There are several things which might be done
to strengthen the efficiency of administration of the
tax. A centralization of assessment would undoubtedly
go far toward minimizing gross inequalities in assess-
ments. Secondly, if for political reasons, centralization
of assessments cannot be effected, local assessors might be
required to obtain certificates of efficiency from the
State Ta> Commissions, thus putting assessors more or less
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on a civil service basis. In such cases, it would be
highly advisable to have the local assessors subject
to removal by the State Tax Commission because of in-
efficiency.
As was pointed out earlier, State Tax Com-
missions at the present time generally assess railroads
and public utilities. A furtherance of this practice
to include the assessment of industrial enterprises,
where their properties rival in complexity and scope
those of public utilities and railroads, would undoubtedly
foster more equitable assessment of those properties. This
is particularly true where the properties are not entirely
within the confines of one local jurisdiction.
While it will undoubtedly take a great deal of
time to incorporate any such improvements, the long-term
trend in property taxation will undoubtedly be toward the
elimination of the personal property tax, thereby making
the tax a real property tax rather than a general property
tax* The trend in administration will undoubtedly be to-
ward greater centralization, and further state regulation
and supervision over local tax collections.
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Federal Income Taxes
Our study of federal revenues shows that the
national government currently receives more than 50% of
its income from the federal income tax. This tax is
the mainstay in the federal revenue program.
It is only within the last twenty years that
income taxes have been used extensively as a source of
federal revenue, although experiments with this tax have
been made at other times. In 1862, an income tax was
levied in order to help defray the expenses of the Civil
War. This tax remained in force with various modifications
until 1873. The revenue produced was not very large,
however, - the most productive year yielding only about
$73,000,000. No further attempt at income taxes was made
until 1894. At that time there was a drastic reduction in
tariffs, and a consequent falling off of revenue from this
source. In order to offset this loss, an income tax was
put into effect.
The Supreme Court of the United States in "Pollock
v. Farmers 1 Loan and Trust Company1* in 1895 declared this
tax to be a direct tax, and consequently unconstitutional.
The tax, therefore, was repealed. I>ue to this decision of
the Supreme Court, it can be seen that the federal govern-
ment was deprived of the income tax as a source of revenue.
Ho further income taxes, moreover, could be levied unless
an amendment to the Constitution were made.
In 1909, the federal government placed an excise
»
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tax on corporations, the amount of tax paid being based
on income. This tax was held not to be an income tax,
but to be an excise tax on the privilege of doing
business within the United States. Income was simply
used as a measuring stick to determine the amount of
tax to be paid. The Supreme Court in a decision upheld
the view that such a tax was an excise tax and consequent-
ly constitutional. This tax, however, was on corporations
only, and provided no means for taxing personal income.
In 1911, the Sixteenth Amendment to the Con-
stitution of the United States was passed. This amendment
provides: "The Congress shall have power to lay and collect
taxes on incomes from whatever source derived, without
apportionment among the several States, and without re-
gard to any census or enumeration". By February 25, 1913,
this amendment had been ratified by three-fourths of the
states, thus clearing the way for the federal government
to levy taxes on income.
The Revenue Act of 1913 was put into effect
in the latter part of that year and was made retroactive
to March 1, 1913. Consequently, this date marks the be-
ginning of federal dependence upon income taxes as a source
of revenue. The rates originally were extremely low, but
due to heavy expenditures for financing the Great War,
the rates were pushed up with great rapidity. Since 1921
the tendency has been in the opposite direction, - several
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rate reductions having been made. It is interesting
to note, however, that despite these rate reductions,
the revenue collected has shown a continuous increase
through 1929, At the present time it is a practical
certainty that the rates on 1932 and 1933 income will
be increased to help balance the federal budget.
Brief Summary of the Tax, In order to discuss
more intelligently this type of taxation, a brief outline
of the present federal income tax will be given.
The income tax may be divided into personal
income taxes and corporation income taxes. For purposes
of the income tax, joint stock companies, common law
trusts, and partnerships in which ownership is repre-
sented by transferrable shares are treated as corpora-
tions. The tax is based on net income, but rates on
individuals and corporations differ. Corporations pay
a flat rate of 12% on net income. Individual rates are
discussed below.
Net income is defined as gross income minus
allowable deductions from gross income. Gross income
includes profits from business, income from personal
services, interest, dividends, rents received, profits
from sales, and income from any other source whatsoever.
There are a few types of income which are specifically
excluded from taxation, but these are of minor importance
in a discussion of the general aspects of the law. De-
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ductions from gross income include business expenses,
interest, most taxes, losses on sales not connected with
business, and a limited amount of contributions fto
organized charitable, educational, religious, and
other similar ins titut ions) • The difference between
total gross income and the allowable deductions gives
us the net income.
Each individual is allowed a personal exemption
of a specified sum on the theory that a certain amount
of income is necessary for living expenses, and that
until a person has a net income exceeding this amount,
he or she has no taxpaying ability. This personal
exemption is §1500 in the case of a single person and
$3500 in the case of the head of a family or a married
couple. An additional exemption of $400 is allowed for
each dependent other than husband or wife. This exemption
means that the first fl500 of a single person f s net income
is not taxed, and the first §3500 income of a married
couple is free from this tax. The amount of exemption
would increase, of course, with the addition of dependents.
Having ascertained the net income in excess of the per-
sonal credit and credit for dependents, this amount is
subject to the following normal tax:
ljj6 on the first |4000
3% on the second §4000
brfo on the remainder.
Where the net income (before personal credits
are deducted) exceeds #10,000, the amount in excess of
$10,000 is subject to a surtax as well as the regular
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normal tax. The surtax rates are graduated, starting
with 1% on income between $10,000 and $14,000, Z% on
income from $16,000 to $18,000, and so forth, until a
maximum of 20% is reached on incomes exceeding $100,000.
In order to tax earned income, i.e., income
from personal services, at a lower rate than unearned
income, a special credit against the total tax is allowed
which amounts to 25% of the tax applicable to earned in-
come only. For this provision, earned income may not
exceed $30,000.
In order to prevent double taxation, dividends
received from a domestic corporation are subject only to
the surtax because of the fact that the corporation paying
those dividends has already paid a normal tax on the income
out of which those dividends are distributed. For con-
stitutional reasons, salaries or wages received from a
state or political subdivision thereof, and income re-
ceived on the securities of a state or political sub-
division thereof, are exempt from federal income taxes.
Income from United States government securities, in
general, are subject only to the surtax, this being one
stipulation in their issuance. Income on a few United
States government securities is entirely exempt from the
federal income tax for the same reason.
The federal income tax is the outstanding example
of a tax levied under the principle of ability to pay. By
allowing certain personal exemptions, the federal government
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in effect says that until a person has a ne t income in
excess of necessary living expenses, he has no taxpaying
ability. Income in excess of this amount represents tax-
paying ability, and the larger the income, the higher the
rate of tax. In other words, as a person^ income in-
creases his taxpaying ability increases not only pro-
portionately buy progressively. Due to the personal
exemption and progressive rates, by far the greater burden
of the income tax rests on the wealthier classes of people.
Prom a distributive point of view, practically
all economists agree that the income tax provides an ideal
method of apportioning the burden. There is not the same
unanimity of opinion, however, as to whether rates should
be proportional or progressive. Without here going into
the pros and cons of the question, it might be noted that
practically all income taxes levied in various countries
are applied at progressive rates.
In discussing the allocation of the burden of
the tax, one other point must be borne in mind; namely,
what is the possibility of shifting the tax? In the case
of the income tax levied on individuals, there appears to
be no possibility of shifting: the ultimate burden rests
on the individual paying the tax. In the case of the
corporation income tax, however, there is some question as
to whether the corporation paying the tax may shift the bur-
den to the consumer. The income tax is levied on the theory
that it is not an expense of the business, but that it reore-
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sents a division of income between the company and the
government, and consequently should not be shifted. Prom
a practical point of view, some shifting probably does
occur, although it would appear not to be so easy to
shift this type of tax as would be the case with excise
or property taxes.
From a fiscal point of view, there is a practi-
cal maximum rate limit, above which higher rates are not
effective in producing greater revenue. This is true
because of the existence of a large amount of tax-free
income within the United States. When rates tend to
become confiscatory, the wealthier classes invest a
larger proportion of their capital in securities on
which the income is tax free, thereby escaping the burden
of the higher rates. Consequently, it can be seen that
higher rates do not in all cases increase the revenue
produced.
The federal government has developed an effi-
cient means of administering the income tax. Administration
is efficient both in the collection of the tax and in pre-
venting or minimizing possibilities of evasion. The cost
of collection has averaged slightly over 1$, which means
that out of every dollar collected almost ninety-nine cents
are available for the payment of other governmental expenses.
One reason for the low cost of collection is that
of personal credits referred to above. A single person hav-
ing a net income of less than $1500, or a married couple
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with a net income of less than $3500, is not required
to file a return, thereby reducing the number of returns
to be handled by hundreds of thousands.
The government uses two methods to prevent
evasion of the tax. The first is the use of "information
at the source". To illustrate this, individuals and
companies must report to the federal government the names
of all persons to whom they have paid in salaries and
wages more than $1500 and married persons to whom they
have paid more than §3500, together with the amount paid
in each respective case. Certain information is also
collected at source with regard to interest, dividends
and rents oaid to individuals or companies. The second
method used is a direct examination of the records of
taxpayers. Obviously, this can be used only in cases
representing a relatively large amount of income. Due
to the gradual standardization of the law and more wide-
spread eduction of the public as to its provisions, the
government is incurring less and less difficulty in the
administration of the tax.
Some of the more socially-minded people look
upon the income tax as one method of reducing inequality
of wealth within the country through the heavier burden
imposed on the wealthier classes. However, this can hardly
be said to be a legitimate tax function and no doubt the
federal government looks upon the income tax purely from
a fiscal angle •
In the writer's opinion the income tax represents
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the no st nearly ideal of existing methods of furnishing
revenue. It is undoubtedly the most equitable method
of apportioning the burden of taxation and at the same
time it does not offer insurmountable administrative
difficulties. From a fiscal point of view, it has been
found that the income tax can be depended upon to provide
the major source of revenue for the federal government.
However, this tax cannot be relied on to provide all
revenue needed. It must be supplemented by other forms
of taxation in order to present a well-balanced tax pro-
gram.
State Income Taxes
The levy of state income taxes was almost co-
incident with the introduction of the federal income tax.
State income taxes have shown a steady growth since 1911,
until at the present time approximately one -half of the
states have some form of income tax. It is noted, however,
that as yet the state income tax does not generally fur-
nish a large percentage of state revenue. However, the
proportion of state income taxes to total state tax revenue
is gradually increasing. In most of the states the tax is
levied on both individuals and corporations. In a few case
however, it is levied exclusively on one group or the other
In most states the income tax has been developed
with the idea of lessening the reliance of the state on
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property taxes for revenue purposes. Then too, in some
oases, income taxes have been levied due to the need
for additional revenue occasioned by fast increasing
state expenditures. It is generally felt that the
imposition of an income tax effects an equitable ad-
justment of the tax burden as a whole.
The general principles pertaining to the de-
termination of net income for state income tax purposes
are similar to those enumerated under the federal income
tax, although in a very few states the personal income
tax applies to only certain classes of income. In the
case of state income taxes we are again faced with the
problem of tax exempt income. The federal Constitution
by implication prevents the states from taxing income received
on United States government securities, and salaries of
federal officials and employees. likewise, the state im-
posing the tax usually exempts income derived from its own
securities for the purpose of giving them an added advan-
tage respecting marketability. In many cases the income
from securities of municipalities within the state is
likewise exempted. This exemption, however, does not
usually apply to securities of other states.
In connection with state income taxes, one prob-
lem which arises is overlapping jurisdiction, or the
determination of the state to which the tax should be
paid. To illustrate, suppose a man is employed in
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State A and lives in State B, both states having income
taxes. In which state should his income be taxed? In
most states residents are taxed on their entire net income,
while non-residents are taxed only on income derived from
sources within the state. It can be seen that if a person,
then, is a resident of one state and earns a portion of
his income in another state, he may be subject to double
taxation on that part of his income earned outside the
state in which he resides. As more of the states intro-
duce income taxes (which will undoubtedly be the case)
,
this problem of overlapping jurisdictions will be further
aggravated.
Some states, in order to overcome double taxation,
allow certain deductions from the tax with regard to income
taxes paid to other states. There is no real uniformity
with regard to this practice, and in some cases these provi-
sions take the form of reciprocal agreements between the
states concerned. In order to fully overcome the possi-
bility of income being taxed in more than one state, it
would be necessary for all states to have a uniform method
of treating income of non-residents. The next best solu-
tion would be reciprocal agreements between all the states
levying the tax.
The state personal income tax is based originally
on net income after deduction of personal exemption, ^he
amount of the exemption varies in different states, ranging
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from $1000 to §3000 for a single person, and $1000 to
$4000 for married oeople. In Hew Hampshire the exemption
is only $200, but the tax is based only on interest and
dividends. The rates of tax may vary widely, but in
practically all cases they are progressive, starting with
1% on the lower brackets of income and rangeing as high
as 6/o on higher brackets.
State corporation income taxes apply to both
domestic and foreign corporations (foreign corporations
being those incorporated in any other state). Legally,
a state may tax a domestic corporation on its entire
net income, but we find that only three states do so.
The remainder of the states base the tax only on income
derived from within the state. Where a state taxes a
domestic corporation on its entire net income, it dis-
criminates against domestic corporations in favor of
foreign corporations. This undoubtedly explains the
reason why practically all the states base the tax
on domestic corporations on only that income derived
from within the state. Any other practice would tend to
drive corporate enterprises out of the particular state.
In all cases, foreign corporations are taxed only on
income derived from within the state. This is necessarily
so because a state is forbidden to place any tax restrict-
ing interstate commerce, and a tax based on anything other
than income derived from within the state would be held to
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contravene this principle.
In practically all cases the corporation in-
come tax is applied at a flat rate, although we find that
in Mississiopi and Wisconsin graduated rates are used.
In some instances, the tax is called an excise tax rather
than an income tax, but in either case the amount of tax
paid is based on net income. Consequently, the principles
are exactly the same.
The principle of taxing only that income derived
from within the state brings out a difficult problem in
cases where corporations are doing business in several
states. Here it is necessary to allocate the income to
the various states concerned. Inasmuch as the fornmla
used in determining this allocation varies in the differ-
ent states, the total income on which a corporation pays
the tax will not coincide with its actual net income.
In three of the states levying personal income
taxes the revenue is distributed entirely among the locali-
ties within the state, and in two others a portion of the
revenue is so distributed. The remainder of the states
retain the revenue for state expenditures. This practice
allows the state to place less reliance on the property
tax as a source of revenue.
Eduction in the matter of federal income taxes
has paved the way for the states to levy income taxes and
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has made the administration of these comparatively easy.
The administration of the tax is usually vested in the
hands of the State Tax Commission, or some similar
state-taxing body. In some states the tax return to
be filed is a replica of the federal income tax return.
Where this is true, administration is simplified to some
extent due to the fact that the federal return is checked
by the federal government. Any changes in income ordered
by the federal government must be reported to the state.
Therefore, the necessity for state investigation is
minimized. The same fiscal, social, economic and adminis
trative principles discussed under federal income taxes
at>ply with equal force to state income taxes.
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Estate and Inheritance Taxes
Death taxes in the United States are divided
into two classes: Estate taxes and inheritance taxes.
An estate tax is levied on the privilege of transferring
property at death. The amount of the estate tax is based
on the net value of the estate before any distributions
are made to beneficiaries. An inheritance tax is levied
on the privilege of succession to property, and the
amount of this tax is based on the proceeds received by
the individual beneficiaries of the decedent's estate.
The right of succession to property is held
to be not a natural right, but one granted by the laws
of the state. Consequently, the state has the power to
tax that privilege. The federal government has the power
to levy an excise on acts performed. Consequently, it is
empowered to levy an estate tax on the act of transferring
property at death.
At the present time the federal government levies
an estate tax and forty-seven of the states levy either
estate or inheritance taxes, or both. V/hile at the present
time the inheritance is more prevalent in the states, the
tendency is toward a wider use of the estate tax. State
death taxes now yield approximately 7% of total state
revenue, but this amount is gradually increasing.
Under the provisions of the federal estate tax
the first §100,000 of the estate are exempt from taxation.
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On the first $50,000 in excess of this exemption, the
rate is ifo, and is slowly graduated until it reaches
20% on amounts exceeding $10,000,000.
From a fiscal point of view, probably the most
important provision in the federal estate tax is the
n 80'o credit clause". This clause provides that in *
determining the amount of federal estate tax to he
paid, the tax is reduced by all state death taxes paid
up to 80% of the federal tax. This provision, put into
effect in 1926, has decreased the amount of revenue ob-
tained by the federal government from this source. At
the same' time, however, it has generally caused the
states to increase their taxes to the point where the
amount would equal at least 80$ of the total federal tax.
In such cases, the practical result is that the state
collects 80% of the total tax, while the federal govern-
ment collects only 20%. By 1931, thirty of the states had
adjusted their death taxes so as to take advantage of this
80% clause.
State inheritance and estate taxes are con-
spicuous by their lack of uniformity. Some aspects of the
tax, however, are similar in many states. In most cases,
the rates are progressive as the value of the estate or
the inheritance increases. Also, in most states, the
rates vary not only according to the value, but also
according to the closeness of the relationship between
the decedent and the beneficiaries. For instance, where
such a distinction is made, a son inheriting property
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would pay a lower rate of tax than, let us say, a second
cousin. No attempt will be made here to go into the
technical aspects of the various state laws. The dis-
cussion will be confined to the general aspects of death
taxes
.
While there is no general objection to the
inheritance tax from an economic or social point of view,
there are many controversial points in the levy and ad-
ministration of the tax. Probably the greatest objection
raised to state death taxes has been that of multiple
taxation. Due to the fact that the various states use
different bases for determining the property subject to
tax in the state, the same property might be eligible to
tax in several states. This has been oarticularly true
in the case of intangible property, such as stocks, bonds,
etc.. Where a decedent resided in one state and owned
securities of corporations incorporated in other states,
the state in which he resided might tax the stock on the
basis of d micile within the state. The state in which
the corporation was organized might tax the stock on the
basis of its being an obligation of a corooration located
in that state. In some states, taxation of intangible
property has been levied on the basis of actual location
within the state. Consequently, if this stock was held
in some other state, this state might levy a tax based on
physical location of this intangible property.
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Much has been done to mitigate the possibility
of multiple death taxation. The majority of states have
agreements whereby intangible property on non-resident
decedents is exempt from taxation provided the state in
which the non-resident decedent had his domicile makes
similar exemption for its non-residents. These are
commonly known as reciprocal agreements.
Probably the most important developments in
eliminating double taxation have been two decisions of
the United States Supreme Court. In Prick v. Pennsylvania,
decided in 1924 by the United States Supreme Court, it
was held that a state could not "impose death duties
reckoned upon the value of tangibles permanently located
outside her limits".
The decision by the United States Supreme Court
in the case of the Farmers' Loan and Trust Company v.
Minnesota, dated January 6, 1930, is even more important.
Most multiple taxation was on intangible property, and
this case dealt entirely with intangibles. The decision
provided, in brief, that death duties on intangibles
should be imposed only by the state in which the decedent
was domiciled. It can be readily seen that this decision
goes far to minimize the possibility of multiple taxation
on intangibles. The following quotation from the opinion
delivered by Mr. Justice McReynolds with regard to the
above case gives us briefly the reasoning upon which the
decision was based:
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"While debts have no actual territorial
situs, we have ruled that a State may properly
apply the rule mobilia sequuntur personam and
treat them as localized at the creditor's
domicile for taxation purposes. Tangibles
with permanent situs therein, and their testa-
mentary transfer, may be taxed only by the
State where they are found. And, we think,
the general reasons declared sufficient to
inhibit taxation of them by two States apply
under present circumstances with no less
force to intangibles with taxable situs
imposed hy due application of the legal
fiction. Primitive conditions have passed;
business is now transacted on a national
scale. A very large part of the country's
wealth is invested in negotiable securities
whose protection against discrimination, un-
just and oppressive taxation, is matter of
the greatest moment. Twenty-four years ago
Union Refrig. Transit Co. v. Kentucky, supra,
declared 1 ....in view of the enormous in-
crease of such property (tangible personalty)
since the introduction of railways and the
growth of manufactures, the tendency has been
in recent years to treat it as having a situs
of its own for the purpose of taxation, and
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correlatively to exempt (it) at the domicile of
the owner.* And, certainly, existing condi-
tions no less imperatively demand protection
of choses in action against multiplied taxa-
tion whether following misapplication of
some legal fiction or conflicting theories
concerning the sovereign's right to exact
contributions,. For many years the trend
of decisions here has been in that direc-
tion,
"Taxation is an intensely practical
matter and laws in respect of it should be
construed and applied with a view of avoid-
ing, so far as possible, unjust and oppressive
consequences. We have determined that in
general intangibles may be properly taxed
at the domicile of their owner and we can
find no sufficient reason for saying that
they are not entitled to enjoy an immunity
against taxation at more than one place
similar to that accorded to tangibles. The
difference between the two things, although
obvious enough, seems insufficient to justi-
fy the harsh and oppressive discrimination
against intangibles contended for on behalf
of Minnesota,"
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Advantages of Death ^axes .
Death taxes have many advantages to recommend
them from fiscal, social and administrative standpoints.
Death taxes can easily be made productive of large amounts
of revenue. The revenues from this tax are relatively
stable provided the taxing jurisdiction covers a wide
area. However, with a limited taxing jurisdiction it
must be noted that revenues from this source are not
stable and therefore cannot be accurately estimated on
an annual basis
.
Comparatively little burden is imposed by the
levying of death taxes. It can be safely stated that
there is no burden on the decedent inasmuch as he has
no further earthly use for his property. In the case
of the beneficiary, by deducting death and inheritance
taxes from the bequest or devise to him the government
is merely appropriating something which he never possessed.
Therefore, it cannot be said that he is made to suffer by
the process. The deduction of these taxes simply means
that the beneficiary's "windfall" is reduced by that
amount. Also, in this connection, it may be noted that
whatever burden this tax does impose on the beneficiaries
can in no way be shifted. The burden is a direct one and
necessarily rests on the person receiving the benefits of
the inheritance.
From an administrative standpoint, the tax admits
of little evasion. The settlement of estates is ordinarily
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under the jurisdiction of the probate courts, and con-
sequently accurate information as to the value of the
estate and the distribution thereof is available. Avoid-
ance of the tax is sometimes attempted through the gifts
of property before death. However, this practice has been
counteracted to some extent through the taxation of "gifts
in contemplation of death". In some states, gifts other
than those in contemplation of death are also taxed. At
the present time the federal government is considering
the re -establishment of a gift tax. This tax has not
been a part of the federal governments tax program during
the past few years.
Social Aspects of Death Taxes .
In many cases death taxes are regarded in the
light of their social consequences as well as their fiscal
possibilities. Most socially-minded economists, so-called
liberal politicians and all socialistically inclined persons
look upon death taxes as a social weapon to prevent the
passing of huge fortunes from generation to generation.
The argument here is that inasmuch as the beneficiaries
have done nothing toward the accumulation of the fortune,
any distribution to them should be heavily taxed. In this
connection, highly progressive rates are always advocated.
It is argued that it is more conducive to the general welfare
of the public to have a substantial proportion of these huge
fortunes appropriated to public use than to alio?; the entire
fortunes to remain in private hands. It is interesting to
note that death taxes have been most widely developed in
democratic oountries.
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PART D
TAXATION IN RELATION TO BUSINESS
Our study of taxation and its relation to busi-
ness will be confined to taxes levied on corporations.
However, inasmuch as the majority of business today is
done under the corporate form of organization, a study
of corporation taxes may be said to be a study of taxes
on business. Practically all banks, public utilities,
railroads, and insurance companies are organized as
corporations, A survey made by the National Industrial
Conference Board shows that in 1927, 97.6 ;> of the value
of products manufactured was produced by corporations,
and over 50% of the business done by mercantile estab-
lishments could be attributed to corporations.
Burden of Corporate Taxation.
From 1921 through 1927, state and local taxes
on manufacturing corporations averaged over 131$ of net
income before taxes, and state and local taxes on mer-
cantile corporations averaged over 15% on the same basis.
When we consider that the federal income tax on corpora-
tions takes 12;j of their net income, it can be seen that
for the period considered approximately one-fourth of the
total net income of manufacturing and mercantile corpora-
tions was consumed by taxes.
Justification for Business Taxes
What is the justification for business taxes in
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general? Professor Thomas S. Adams answers this ques-
tion very adequately in the following quotation:
"From political and moral standpoints, the
justification for this great class of taxes
(business taxes) is plain. A large part of
the cost of government is traceable to the
necessity of maintaining a suitable business
environment. Historically, some writers main-
tain, the city has been evolved for the very
purpose of fulfilling this function. Business
is responsible for much of the work which
occupies the courts, the police, the fire
deoartment, the army, and the navy. New
business creates new tasks, entails further
public expense. A small amount of new busi-
ness may not show its influence at once upon
public expenditures. The relationship between
private business and the cost of government is
a loose one, much like the relationship between
the expenses of a railroad and the amount of
traffic which it carries. The connection,
however, is real and, in the long run, the
more business the greater will be certain funda-
mental costs of government. The industry which
does not pay its due share of public expenses
is generally a source of weakness and not a
source of strength. Surveyed from one point of
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view, business ought to be taxed because it
costs money to maintain a market, and those
costs should in some way be distributed over
all the beneficiaries of that market. Look-
ing at the same question from another view-
point, a market is a valuable asset to the
social group which maintains it, and com-
munities ought to charge for the use of com-
munity assets.
"Finally, taxes upon business have great
fiscal virtue as such, They are relatively
inexpensive to collect and comparatively
productive in yield. A given rate of taxa-
tion laid upon the business unit will usually
yield a very much larger revenue than the same
rate of taxation laid upon the individual owners
of the business • "*
Justification for corporation taxes may be found
on both legal and social grounds. From the legal standpoint,
a corporation is a creature of the state in which it is
organized. The corporation comes into being through the
sanction of state laws. Incorporation, therefore, is a
privilege granted by the state, and the state legally has
the power to attach any conditions which it desires to this
privilege. One of the primary conditions is the payment of
taxes levied by the state.
* "The Taxation of Business," Proceedings of the Eleventh
National Tax Association Conference, by Thomas S. Adams,
1917, P.187.
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Prom a social standpoint, corporation taxes are
usually justified on the grounds of both benefit and
ability to pay. It is argued that the privilege of in-
corporation confers certain benefits which are not en-
joyed by other forms of organization. Some of the more
common benefits usually attributed under this argument
are:
fl) Perpetual life.
(£) limited liability (i.e., stockholders
in a corporation are usually liable only for
the amount of their investment - although there
are certain exceptions to this, as in the case
of double liability of stockholders of national
banks )
•
(3) Transferability of shares.
These privileges supposedly enable a corporation
to obtain large amounts of capital more easily and to
operate more profitably. Therefore, under the benefit
theory of taxation, it is only right that the corporations
enjoying these benefits should help defray the expenses of
the state conferring these benefits upon them.
If these benefits, directly or indirectly, aid in
making an enterprise more profitable, the tax can be justi-
fied on the grounds of ability to pay.
Types of Taxes on Corporations .
Corporation taxes are levied not by one govern-
mental unit, but usually by at least three. The federal
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government levies three types of taxes on business corpora-
t i ons
:
(1) The corporation income tax, the rate of
which at present is 12$ of net income.
(2) A tax on the issuance of capital stock
and bonds amounting to 1/ for every §20 of
actual value or fractional share thereof.
(3) Excise taxes which affect certain groups
of corporations, such as manufacturers of tobacco
products, firearms, claying cards and narcotics.
State governments, in general, levy three special
types of taxes on business corporations:
(1) Organization and entrance taxes.
(2) Annual corporation taxes commonly based on
either
a. Some valuation of capital stock.
b. Corporate net income.
c. Corporate excess.
d. A combination of two or more of the
foregoing.
(3) License taxes applicable to certain types
of business. These are levied on both incorporated
and unincorporated enterprises.
The only important revenue which the local govern-
ments receive from business corporations is that obtained
under property taxes. Some license taxes are collected by
local governments, but these do not form an important source
of revenue •
Corporate development is of comparatively recent
origin. The use of the corporation as a form of business
enterprise was not widespread until the latter half of
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the nineteenth century. Consequently, the development of
special taxes on corporations has taken place in recent
years. Originally, corporations were taxed only under the
general property tax as in the case of individuals. How-
ever, as the use of the corporate form of organization
developed, the theory of special benefits conferred upon
corporations was developed, This led to special taxes on
corporate forms of enterprise.
At the present time two of the most important
problems in connection with corporate taxation are:
fl) The form which such taxes should take, and
(2) The equitable taxation of domestic and
foreign corporations (i.e., a foreign corporation
being one organized in any other state).
In order to discuss these problems intelligently
it will be necessary briefly to review the different types
of taxes levied. Inasmuch as the federal taxes are uniform
throughout the country, no detailed discussion of these
need be entered into here. The only federal tax of im-
portance affecting corporations in general is the federal
corporation income tax which has already been discussed.
Organization and Entrance Taxes.
State taxes differ widely and therefore present
more pressing problems, particularly in the case of corpora-
tions doing a nation-wide business.
The first state corporation tax to be discussed is
the organization and entrance tax. An organization tax is
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the amount paid by a corporation for the privilege of
becoming incorporated. This tax may be either fixed
in amount, or it may be based on the amount of capital
stock of the corporation. Under this second heading,
the tax is sometimes based on total authorized stock
and in other cases on the amount of actual stock issued
or to be issued during the first year of operation. In
a very few states the tax is based on the capital stock
allocated to the state in which the corporation is being
organized.
In cases where the organization fee is based
on the amount of stock issued, provision is usually made
for the collection of additional taxes if the capital
stock issued is subsequently increased. This provision
is designed to prevent a corporation from avoiding payment
of a large share of organization taxes by starting off with
a small capital issue and later increasing the amount of
this issue.
Originally, organization taxes were looked upon
simply as a fee to cover the costs incurred by the state
in granting the corporation charter, etc.. Subsequently,
however, the rates were raised in order to make organiza-
tion taxes a source of state government revenue.
An entrance tax is a tax exacted from a foreign
corporation for the privilege of doing business in any
particular state. In the case of entrance taxes we are
faced with the difficult problem of allocation. 3upreme
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Court decisions have ruled that a state can tax a
foreign corporation only on the proportion of capital
stock allocated to that state. The basis of allocation,
however, is left to the discretion of the states. In
most cases, allocation is based on the percentage which
the business transacted within the state bears to the
total business of the corporation, or on the percentage
which the oroperty within the state bears to the total
property of the corporation. Whereas most states base
their organization taxes on total capital stock, either
authorized or issued, entrance taxes are usually based
on the amount of capital stock or the value of capital
employed which is allocated to the particular state.
In order to avoid this problem of allocation, many states
now levy entrance taxes which are fixed in amount.
In effect, then, a corporation doing business
in a great many states may pay an organization tax based
on its entire capital stock, and also pay entrance taxes
to the various states, based on the amount of stock or
value of capital allocated to each particular state.
This undoubtedly results in double taxation. Organization
and entrance taxes, horever, are small in amount, are paid
only once, and consequently represent an infinitesimal part
of a corporations expenses.
Capital Stock Franchise Taxes .
More important from the standpoint of the corpora-
tion, and also from the standpoint of revenue derived by
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the states, are the annual state taxes which a corpora-
tion must pay. In most states these take the form of
capital stock franchise taxes . In some states income taxes
are levied instead, and in some other cases the capital
stock tax is supplemented by an income tax.
In any case, these taxes are levied on both
domestic and foreign corporations. In the case of domestic
corporations, the state may use any base which it deems
advisable in determining the amount of the tax. In taxing
foreign corporations, however, there are certain consti-
tutional limits which a state must observe. First of all,
a state is forbidden to tax interstate commerce. Secondly,
a state may not tax property beyond its own jurisdiction.
Due to these two provisions, capital stock taxes on foreign
coroorations are based on capital stock or caoital value
allocated to the state, and income taxes are based only on
that portion of income allocated to the state.
Capital Stock Taxes on Domestic Corporations .
The capital stock tax is an annual charge for the
privilege of doing business as a corporation. In the case
of domestic corporations, the tax is usually levied on one
of three bases:
(1) Total authorized stock.
(2) Some valuation of total stock issued.
(3) Capital stock issued plus surplus and
undivided profits.
In (2) and (3) above the tax may be based either
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on total capital stock issued or capital value, or
only that amount which is allocated to the state of
organization. In 1929, 23 of the states levying this
tax based it on total capital stock, whereas 11 based
it only on the amount allocated to the particular state.
Thirteen of the states base their tax on authorized
stock, 17 on issued stock, and 4 on issued stock plus
surplus and undivided profits. It is interesting to
note that the trend is away from the use of authorized
stock and toward the use of issued stock as the tax base.
The latter obviously provides a more equitable base on
which to levy the tax.
In the case of capital stock taxes on foreign
corporations, in order not to contravene constitutional
limitations, the tax is usually based on the amount of
capital stock or capital value allocated to the state.
In 1929
,
only 5 states based their capital stock taxes
on foreign corporations on total capital stock. The re-
mainder of the states based the tax on the amount of capital
stock or capital value allocated to the state.* Here again,
the allocation is usually determined by:
(1) The percentage which the property of the
corporation v/ithin the state bears to the total
property owned by the corporation, or
(2) The percentage which the amount of business
done by a corporation in the state bears to total
* These figures were taken from "State and Local Taxation
of Business Corporations
,
w National Industrial Conference
Board. 1931. Pp. 56 and 64.
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total business transacted, or
(3) A combination of the above two methods.
State Corporation Income Taxes *
In recent years there has been a tendency to
levy corporation income taxes either to supplement the
capital stock tax, or to replace it. 3y 1931 , 20 of
the states had corporation income taxes in force. In
some of these states this tax was supplementary to the
capital stock tax. »/here income taxes have been in-
stituted, it was usually felt that this type of tax would
result in a fairer distribution of the burden than would
capital stock taxes as the tax would have a more direct
relationship to ability to pay. Also, from a fiscal point
of view, it was found that this tax could easily be made
to produce a larger amount of revenue than the prevailing
capital stock taxes. It should be noted here that while
a state may tax a domestic corporation on total income,
it may tax a foreign corporation only on that part of
its income allocated to the state.
There is great disparity in the rates of tax on
income in the different states. However, the principles
underlying the tax are fundamentally uniform in the various
states. In most instances, the state income tax laws are
modelled after the Federal Corporation Income Tax.
Tax on Corporate Excess .
Corporations, in general, are subject to the same
property taxes as are individuals. As we have previously
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pointed out, both the state and local governments derive
revenue from the property tax. As an adjunct to property
taxes, many states developed years ago what is kno\7n as
a corporate excess tax, although the trend now is toward
the abolition of this type of tax. In 1929, only 12
states made use of corporate excess taxes, and in some
of these states there was a great deal of agitation for
the discontinuance of them.
The theory behind a corporate excess tare is simply
that the corporation may have a value over and above the
value of the actual property which it owns and on which it
is subject to the general property tax. This corporate
excess is determined by ascertaining the total valuation of
a company's capital, deducting from this valuation the amount
of property subject to the general property tax, and taxing
the balance as corporate excess. This corporate excess
is taxed at either
(1) A special state rate,
(2) The average property tax rate within the state,
(3) The property tax rate in the municipality or
county in which the principal office is located.
Determination of corporate excess has led to ex-
treme administrative difficulties. In some cases, the
determination of corporate excess has been left to local
assessors with the result that in a great many instances it
has entirely escaped taxation. It is probably due to the
inherent difficulties in administering this tax that it has
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lost most of its importance.
Having considered the various types of state
taxes levied on business corporations, we are now ready
to consider the two problems mentioned earlier; namely:
(1) Y/hat form should these corporation taxes
take?
(2) What can be done to bring about more
equitable taxation of domestic and foreign cor-
porations (i.e., a foreign corporation being one
organized in another state)?
In answering; the first question, we may first
of all dispose of the entrance and organization taxes, and
property taxes, thus confining our discussion to the annual
special state taxes levied. Organization and entrance
taxes, as previously pointed out, are small in amount, paid
but once and consequently assume no great importance. Property
taxes usually apply to business corporations and to individu-
als alike. The fundamental principles were fully discussed
under Property Taxes1'.
As we have seen, state corporation taxes are usually
based on fl) some form of valuation of capital stock or
capital, (2) net income, (3) corporate excess, or (4) a
combination of two or more of the above.
Most economists agree that the income tax provides
an equitable base on which to tax business corporations. It
has certain advantages which may be classified briefly as
follows:
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1. Fiscal
:
A reasonable rate will ordinarily
produce as much or more revenue than
other forms of taxation. The only
objection from a fiscal point of view
to this tax is the fact that it fluctu-
ates with business activity and con-
sequently might not produce a sufficient
revenue in periods of depression. This
is overcome in a few states by a pro-
vision that the income tax paid shall
not be less than the amount which would
be paid under the capital stock tax.
2. Adminis trative : The federal government has per-
fected a well organized income tax on
corporations. A state might pattern its
return after the federal return. This
would result in administrative simplicity
and preclude most evasion. The federal
government already has an efficient system
of checking corporation returns. Con-
sequently, the state would be relieved of
much of this work. Prom the standpoint of
the taxpayer, the preparation of the re-
turn would be simplified.
3. Burden Apportionment : The income tax probably con-
forms more closely to the ability to pay
theory than other forms of state corporate
taxation.
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With these advantages to recommend the corporate
income tax, it is not surprising to find this tax growing
ranidly in importance. In the future it is likely to
assume the primary place of importance in state taxes
on business corporations.
Inequality in State Corporation Taxation .
Due to the growth of large scale enterprise and
the resultant widening of the territory in which many
corporations operate, one of the fundamental needs in
corporate taxation is the development of a greater uni-
formity. Because of the lack of uniformity in taxation,
a corporation doing business in various states may find
that it is the victim of multiple taxation. Or, it may
find, on the other hand, that by judicious organization,
it can escape some of the burden of taxation. This is
primarily due to three conditions:
1 • Lack of Uniformity in Allocating Capital Stock
or Income .
Let us take an example of two states to
illustrate our point. Suppose State A bases its
allocation on Percentage of property and State B
bases its allocation on the percentage of business
done within the state (business done usually being
regarded as sales). Assume Corporation X has 75$
of its property in State A, but does 75$ of its
business in State B. Under a capital stock tax
it would then be taxed on 7573 of its capital stock
or capital value in State A, and also on 75$ of
its capital stock or capital value in State B,
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resulting in a tax on 150 % of the valuation
of its capital stock. On the other hand, if
the conditions with regard to property and
sales were reversed, Corporation X would he
subject in State A to a tax on only 25% of
its capital stock valuation, and in State B
only 25%, making a total of only 50>o of its
total stock valuation. The same discrepancy
would appear if States A and B were levying
income taxes instead of capital stock taxes.
Uniform methods of allocation would be a very
important step in eliminating much of the
present inequity.
Lack of Uniformity in Amount on which Tax is
Based .
A majority of the states levying capital
stock taxes on domestic corporations do so on
the basis of total capital stock or capital,
rather than allocated capital stock or capital.
Most of the states use allocated stock in figur
ing the tax on foreign corporations. This same
difference in the treatment of domestic and
foreign corporations is also found with regard
to income taxes.
With many states treating domestic corpora
tions differently than in the case of foreign
corporations, and with the various states using:
various bases, it is obvious that lack of uni-
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formity is all too prevalent in determining the
amount to be taxed. Here again this lack of
uniformity aggravates the problem of inequit-
able assessments,
3. Lack of Uniformity in Types of Taxes .
A corporation doing business in many states
might find itself subject to an income tax in
some states, a capital stock tax in others, a
coroorate excess tax in still others, and
combinations of these in various other states.
The resultant tax burden can hardly be said
to constitute a scientific measure of the
corporation's taxpaying ability or obligation.
Also, with these various types of taxes
to be paid, the work of the taxpayers in assembling
the necessary information is greatly complicated.
What is the Solution?
It can be seen from the above that grave in-
equities in state corporation taxes may easily result from
the lack of uniformity in types of taxes and their administra-
tion. With the burden of taxes on business continually be-
coming heavier, there is an urgent need for the alleviation
of these tax inequities. Is there any solution? A greater
degree of uniformity seems to be the only answer. However,
with every state having the power to levy the types of taxes
which it sees fit (within constitutional limitations), no
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revolutionary improvement can be expected within the near
future, The attainment of any degree of uniformity will
come about gradually and only through a better under-
standing of the principles of fiscal justice.
Only as states adopt a more uniform type of tax,
a uniform method in determining allocation, and a uniform
method of taxing domestic and foreign corporations, can
there be any degree of equality in the distribution ef
the tax burden.
Taxation of Public Utilities. Banks. Railroads and
Insurance Companies
7
"
Due to peculiarities inherent in the nature of
their business, certain types of enterprise, such as
public utilities, banks, railroads and insurance companies
are usually subject to special types of taxes in lieu of
the regular corporation tax. This is done because in
these particular types of enterprises, special taxes
relating to each type effect a more equitable tax dis-
tribution.
Economics of Business Taxes .
Prom a fiscal and administrative point of view,
business taxes have much to recommend them. They are
productive of large amounts of revenue, and evasion of the
tax is relatively difficult.
At least a part of the tax burden on business is
shifted to the ultimate consumer. The possibility of shift-
ing depends on economic conditions as well as the type of
tax in question. This problem has been discussed under the
"General Principles of Taxation," See pages 32 and 33.
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PART B
TREND OP TAXATION III UNITED STATES
The purpose of this section is to give a brief
summary of the material presented, together with the
conclusions deduced therefrom .
What is to be the trend of taxation in the
United States* Methods of taxation are continually-
changing - new taxes are being constantly devised
and old ones discarded or revised. But through
the maze of numerous changes it is possible to dis
cern certain underlying tendencies which will have a
direct bearing on our policy of taxation in the future.
Probably the outstanding tendency affecting
methods of taxation today is the increasing importance
attached to the social and economic aspects of various
taxes. Fiscal considerations alone are not sufficient to
justify a tax system. Increased public interest demands
that any system of taxation take into consideration the
question of social Justice and economic advisability.
Our study shows the need of overhauling our tax
systems, particularly those of the state and local govern-
ments. One encouraging sign is the present widespread
recognition of this urgent need. But improvement in most
cases is dependent upon legislative action. And the
American public is only too well aware of the fact that
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improvement through legislative action is a slow and
tedious process.
If society and economic conditions were static,
it would not be too much to hope that eventually legis-
lative action would bring about a system of taxation
conforming to the best economic and fiscal thought.
But, social and economic conditions are decidedly dynamic.
Changing conditions require changes in tax programs and
legislative action is always behind in the race with these
changing conditions.
A tax system meeting all the requirements of
fiscal or oductivi ty , social justice, and economic advis-
ability, under economic conditions prevailing at one time,
may be entirely deficient under other circumstances, *Pwenty-
five years ago who would have forecast the coming importance
of the gasoline tax? Fifty years ago whoever would have
dreamed that the federal government would be collecting an
average of two billion dollars annually from income taxes?
In order to predict tax policies fifty years hence,
it would be necessary to have clairvoyant powers to fore-
cast what form our economic structure will have attained at
that time. Research and invention, wars, changes in form
of government and many other factors enter into a considera-
tion of economic changes, and consequently a revising of
our tax programs to meet these changed conditions.
Under the circumstances, the best we can do is to
point out the trends which are apparent at the present time
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and which will extend at least into the near future.
Tha trend in revenues produced "by taxes is un-
mistakeably upward. This fact has led some writers to
question the possible maximum extent of such a trend.
What is the maximum that can be extracted from the
people in the form of taxes without revolutionary public
protests becoming manifest? No definite answer can be
given to this question. However, certain facts lead
the writer to conclude that as yet we have not in this
country come within striking distance of the theoretical
maximum. During the oast ten years total taxes collected
in this country averaged approximately 10% of national
income whereas in some of the important European coun-
tries the average has exceeded 20?o. It is true that taxes
in this country are currently estimated as approximating
£0yo of national income. However, this is due to depressed
economic conditions rather than to a substantial increase
in tax rates. The ten-year average of 10% would be a more
accurate index of the tax burden in relation to national
income
•
In attempting to discern the trend of taxation
in the United States we shall analyze separately the trend
in federal, and state and local taxation. In each case two
pertinent questions may be asked:
fl) What will be the trend in total amounts
collected?
(2) What will be the trend in the types of
taxes to be collected?
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federal taxes
A. Trend in Amounts to be Collected'."
The writer's study of federal finance has led
him to conclude that there can be no appreciable reduc-
tion in federal taxes over the next two decades, father,
the trend may be slightly upward.
Bearing in mind that governmental revenues over
a period of time must equal expenditures, the following
facts are presented as the basis for the conclusion
reached:
(1) An average of over 30yo of federal expendi-
tures goes toward interest on the public debt
and retirement of the public debt. These expendi-
tures cannot be reduced until the debt is retired.
Under debt retirement provisions, as total interest
decreases, the amount set aside for debt redemption
increases. Under present tendencies the public debt
will not be extinguished until 1960-1970,
(2) An average of approximately 30$ of federal
expenditures at present can be attributed to the
War and Navy Departments and Veteran's Bureau and
Pensions. These expenditures show a tendency to
increase rather than decrease.
(3) Population in the United States is still
increasing. An increasing population obviously means
higher governmental expenditures.
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(4) The federal government is continually
assuming new services requiring the outlay of
additional funds,
(5) While there has been extended preaching
concerning governmental economy, no appreciable
results are discernable.
(6) Receipts from foreign governments on
account of interest or principal of war debts
account for only about 5% of federal receipts.
It is doubtful if this percentage can be in-
creased .
The foregoing statements point rather con-
clusivfcly to the fact that federal expenditures in the
next two decades cannot be subjected to appreciable re-
duction. Therefore, this being the case we must come
to the conclusion that there is little possibility of
reduction in the burden of federal taxes.
B, Trend in Types of Taxes ,
The federal tax program appears to be relatively
more stable in principle than that of the state and local
governments. In general, federal taxation is based on
ability to pay. This is regarded as the most equitable
measure for distributing the burden of taxation. The
trend in types of taxes may be briefly summarized as
follows:
fl) The income tax will continue to maintain
its present position as the backlog of federal
revenues and v/ill probably continue to furnish
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approximately one-half of all federal receipts,
(2) Excise taxes on certain commodities, such
as tobacco, firearms, narcotics, etc., will un-
doubtedly maintain their position as the second
item of importance in federal revenue and may be
widened to include certain other commodities.
(3) Customs are showing a tendency to decrease
in relative importance from a fiscal standpoint,
and should continue to do so.
(4) A sales tax of some form will undoubtedly
be levied in the near future in order to widen the
tax base and counteract to some extent the highly
progressive rates of the income and estate taxes.
This tax doubtless will be used as an emergency
measure to offset decreases in revenues from the
income tax during Periods of depression. It should
never be considered as a tax to furnish at all times
a large percentage of federal revenues.
STATE AND LOCAL TAXES
A. Trend in Amounts to be Collected
There appears to be little hope for a reduction
in taxes levied by states and municipalities. Rather,
the principal changes in state and local taxation
will undoubtedly relate to changes in the method of
taxation. Several factors militate against the
absolute reduction of state and local tax burdens.
This may be outlined as follows:
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(1) The public continues to demand addi-
tional services from state and local governments.
(2) An increase in population means addi-
tional governmental expenditures.
(3) A large proportion of state and local
improvements has been financed in the past
through borrowed money. A growing number of
municipalities have reached their legal debt
limit. This means that they are not only faced
with the interest charges on money already
borrowed, but that in the future improvements
will have to be financed out of current tax
revenues. Municipal governments have been the
chief offenders in "mortgaging the future" and
the evil day of reckoning cannot be postponed
forever.
(4) Political complications seem to militate
against any increase in efficiency in the near
future which might tend to lower expenditures.
B. Trend in Types of Taxes
At the present time state and local governments
are particularly active in the development of new types
of taxes and in the revision of old taxes. The principal
changes may be briefly outlined as follows:
(1) Decreasing reliance of the states on
the general property tax as a source of revenue.
This source is gradually being left entirely to
local governments.
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(2) The increasing use of income taxes by
the states in an effort to produce a more equit-
able distribution of the tax burden.
(8) An increase by the states in taxes levied
upon business, This is done in many cases to
offset the loss of revenue from the property tax.
(4) The increased use of sales taxes by the
states. This tendency is spreading very rapidly
at the present time.
(5) The continued increase in the burden of
gasoline taxes. In some states this tax has
reached the maximum which it is practical to levy.
(6) A continuous overhauling of general
property taxes. The long-term trend seems to be
toward a real property tax rather than a general
property tax, with the substitution of other types
of taxes to replace the loss from oersonal property
tax revenues
•
INTERRELATION 0? GOVERNMENTAL FINANCES
A trend which has become noticeable of late is
the financial interdependence of governmental units. This
is particularly true in the case of state and local govern-
ments. In many states certain taxes are levied and ad-
ministered by the state, the proceeds being in whole or
in part distributed to local governments. The federal
government has instituted state-aid in certain projects,
particularly in connection with state highways. While
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the building of state highways is a state function,
the federal government sees fit to "bear a portion of
the cost of these highways, particularly where the
highways connect the different states. These are but
two examples of the trend toward interdependence which
is becoming apparent. This trend is likely to be more
pronounced in the relationship of state and local
governments. A. further centralization of state levy
and administration would undoubtedly go far to minimize
many of the administrative difficulties encountered
in local taxation. State control and supervision
of local revenues and expenditures should be a prominent
feature in the tax programs of the future.
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